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TARIFF AND TRADE PROPOSALS

THURSDAY, JUNE 4, 1970

HOUSE OF KEPRESENTATIVES, 
COMMITTEE ON WAYS AND MEANS,

Washington, D.C.
The committee met at 10 a.m., pursuant to notice, in the committee 

room, Longworth House Office Building, Hon. John C. Watts pre 
siding.

Mr. WATTS. The committee will be in order.
The first witness is our distinguished colleague from out West. 
Wayne, we are delighted to have you before the committee. You 

may proceed as you wish.

STATEMENT OF HON. WAYNE N. ASPINALL, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF COLORADO

Mr. ASPINALL. Mr. Chairman, I am pleased to appear before the 
committee and present my statement relative to the matter on which 
the committee is holding hearings. '

Mr. Chairman and members of the committee, I want to indicate 
right at the beginning of my statement that I do not support the 
majority position taken by the presidentially appointed Cabinet task 
force on oil import controls.

For reasons that will be discussed later, I firmly believe that adop 
tion of the majority recommendations, which were designed to reduce 
the price of domestically produced crude oil in the range of 30 cents 
to 80 cents or more per barrel, would bring disaster to the domestic 
petroleum industry. I am convinced it would entirely wipe out pro 
duction from the "stripper" wells; that it would close down all mar 
ginal producers; that it would throw thousands of people out of work; 
that it would substantially reduce taxes and revenues to local, State 
and National treasuries; and that the adoption of the majority posi 
tion of the Cabinet task force on oil import controls could, in the 
long run, cost the American consumers of petroleum products far 
more than they are now paying. I am also firmly convinced that the 
tariff proposal, by reducing the cost of domestic crude, would sub 
stantially reduce this Nation's exploration effort for oil and for na 
tural gas and would result in a further decline in this Nation's 
reserve-consumption ratio for oil and natural gas.

Finally, and most importantly, Mr. Chairman, I seriously question 
the national security aspect of any proposal that would eliminate a 
substantial portion of this Nation's most important energy resource,

(2397) 
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that is oil and gas, and would, at the same time, make this Nation 
more dependent on foreign sources of oil and gas.

Our experience in two world conflicts, and in several police actions, 
all within the reach of my memory, as well as most of you on the 
committee, should have made it abundantly clear to all of us that 
this Nation cannot and must not be placed in a position of dependency 
for its energy supplies in time of war or national emergency.

Mr. Chairman, the committee on Interior and Insular Affairs has 
just completed 8 days of hearings on the oil import-tariff question. 
I certainly do not intend to burden this committee with any detailed 
report of those hearings at this time.

Immediately following my presentation, Chairman Edmondson of 
the subcommittee handling these hearings, will appear. Any questions 
you may have, I am sure he would be glad to answer.

However, at some future time, when our hearings have been printed 
and the report filed, I would suggest that the members of this com 
mittee may find much in those hearings and in the report that would 
be of interest. At this time, I think that I can summarize my own 
impressions by saying very simply and directly that the proponents 
of the tariff system, suggested to replace the present oil import pro 
gram, simply did not present a persuasive case.

Notwithstanding the lure of lower petroleum prices, which are al 
ways attractive, the imposition of a tariff system would have, in my 
opinion, many serious faults and could start this country down the 
road to dependency on foreign nations not only for petroleum prod 
ucts, but for many other minerals as well.

Stripped of verbage and semantics the majority report of the task 
force recommends the scrapping of the mandatory oil import program, 
that has worked rather successfully since 1959, and the substitution 
of a totally new approach to control oil imports. This new approach 
is based upon a tariff plan. It has been widely publicized as bringing 
great benefits to the public through lower prices.

As one who admits that there have been deficiencies and mistakes 
in the present program, I do not believe that we are ready at the pres 
ent time to substitute something that is untried. Bather, we should go 
ahead and permit some corrections to be made, some new procedures 
to be had, which can be had, which can remove some of the inequities 
which are present.

Mr. Chairman, above all, the oil import program was brought into 
existence in order to assure our national security. This is its major 
purpose, and it has done this.

In time of necessity, the program has worked very effectively. To 
have some other program take its place without trial, with the un 
limited possibilities that are proposed for this program, it seems to me 
would be totally contrary to the welfare of this Nation.

Oil and gas are important to our national security because they sup 
ply 75 percent of this Nation's energy. When you consider what might 
happen if we became dependent and rigidly dependent—not so that the 
Executive can make his decisions necessary iat the time but rigidly 
dependent—it looks to me like we are taking an unnecessary risk.

There is such a close relationship between natural gas and crude oil 
prices that we should keep this in mind. It is reliably estimated that
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one-fourth or more of all natural gas production is dependent upon 
crude oil production.

We are a gas-short Nation today, and we are becoming shorter and 
shorter all the time. We must see to it that the gas is produced as close 
to home as is possible.

The cost to consumers—I think this is a fallacious statement that 
the majority report brings to us—the cost to consumers will sooner or 
later be as much, if not more, than what we have under the present 
program.

The uncertainty of the tariff proposal, of course, is known to you just 
the same as it is to me. But it is a very uncertain proposition.

Mr. Chairman, and members of the committee, the most immediate 
effect of the tariff proposal would fall on the small business operator, 
the small producer, the small refiner, the stripper well operator and the 
marginal producer.

If we want to continue to give to big business and add to the control 
by big business, if we want to give them all of these advantages and put 
the small operator out of business in this industry as well as in other 
industries, all we have to do is continue like we are proposing at the 
present time in the majority report.

This is not in accordance, in my opinion, with the development of 
our economic system in this country.

On the balance of payments, Mr. Chairman, it is obvious, even to a 
layman like me, what would come about if we went to the tariff system. 
Our balance-of-payments situation would be adversely affected, and it 
would be to the detriment of all of the people of the United States of 
America.

With that, Mr. Chairman, I think my written statement speaks for 
itself. I will throw myself upon your mercy.

(Congressman Aspinall's prepared statement follows:)
PREPARED STATEMENT op HON. WAYNE N. ASPINALL, A REPRESENTATIVE IN 

CONGRESS FROM THE STATE OF COLORADO
Mr. Chairman and Members of the Committee, I want to indicate right at 

the beginning of my statement that I do not support the majority position 
taken by the Prensidentially appointed Cabinet Task Force on Oil Import 
Controls. For reasons that will be discussed later, I firmly believe that adoption 
of the majority recommendations, which were designed to reduce the price of 
domestically produced crude oil in the range of 30<i to 800 or more per barrel, 
would bring disaster to the domestic petroleum industry. I am convinced it 
would entirely wipe out production from the "stripper" wells; that it would 
close down all marginal producers; that it would throw thousands of people 
out of work; that it would substantially reduce taxes and revenues to local, 
State and National treasuries; and that the adoption of the majority position 
of the Cabinet Task Force on Oil Import Controls could, in the long run, cost 
the American consumers of petroleum products far more than they are now 
paying. I am also firmly convinced that the tariff proposal, by reducing the cost 
of domestic crude, would substantially reduce this Nation's exploration effort 
for oil and for natural gas and would result in, a further decline in this Nation's 
reserve-consumption ratio for oil and natural gas.

Finally, and most importantly, Mr. Chairman, I seriously question the national 
security 'aspect of any proposal that would eliminate a substantial portion of 
this Nation's most important energy resource, that is oil and gas, and would, at 
the same time, make this Nation more dependent on foreign sources of oil and 
gas. Our experience in two world conflicts, and in several police actions, all 
within the reach of my memory, as well as most of you on the Committee, 
should have made it abundantly clear to all of us that this Nation cannot
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and must not be placed in a position of dependency for its energy supplies in 
time of war or national emergency.

Mr. Chairman, the Committee on Interior and Insular Affairs has just com 
pleted eight days of hearings on the Oil Import-Tariff question. I certainly do 
not intend to burden this Committee with any detailed report of those hear 
ings at this time. However, at some future time, when our hearings have 
been printed and the report filed, I would suggest that the Members of this 
Committee may find much in those hearings and in the report that would be 
of interest. At this time I think that I can summarize my own impressions by 
saying very simply and directly that the proponents of the tariff system, sug 
gested to replace the present oil Import program, simply did not present a 
persuasive case. Not withstanding the lure of lower petroleum prices, which 
are always attractive, the imposition of a tariff system would have, in my 
opinion, many serious faults and could start this country down the road to 
dependency on foreign nations not only for petroleum products, but for many 
other minerals as well.

Stripped of verbage and sematics the Majority Eeport of the Task Force recom 
mends the scrapping of the Mandatory Oil Import Program, that has worked 
rather successfully since 1959, and tine substitution of a totally new approach to 
control of oil imports. This new approach is based upon a tariff plan. It has 
been widely publicized as bringing great benefits to the public through lower 
prices. However, it would achieve these lower prices for gasoline, and other 
petroleum products, by forcing downward and depressing the price of domes 
tically produced crude. Ordinarily one looks upon a tariff as a device designed 
to protect domestic products. However, this proposal is unique as it would (have 
the reverse effect. It would encourage the flow of foreign crude into this country 
in amounts that' would force a good portion of the domestic industry out of 
business. It is no secret that this country cannot produce crude at prices equal 
to some foreign nations. There are several reasons for this. One reason is that 
because of our higher standard of living our wages and costs of production are 
much higher. Another is that our average production per well is much less than 
many foreign producers. This also increases costs. However, I hope that in an 
attempt to lower the price of domestic gasoline to a level that is competitive with 
foreign sources we don't lower our standard of living to their level. I also hope 
that we do not adopt the practice of producing only from high volume wells 
and leave millions of barrels of oil in the ground that we are now recovering 
from stripper wells. This is not good conservation practice and is wasteful of a 
valuable resource.

Mr. Chairman, there are other witnesses here today who undoubtedly will 
supply your Committee with a large amount of statistical information on the 
oil import-tariff question. I, therefore, shall not duplicate that information in 
my testimony. Rather, I would like to devote the remainder of any time to cer 
tain broad aspects that I think are significant and tihat may be useful to your 
Committee in its deliberations on this very important and controversial subject.

NATIONAL SECURITY

When the Mandatory Oil Import Program was initiated in 1959 and shortly 
thereafter, there was no doubt about the program's major purpose. It was to in 
sure the national security of this Nation by Safeguarding and maintaining a 
vigorous and healthy domestic petroleum industry. As I understand the pro 
gram its one and only purpose was, and is, for national security reasons. This 
was to be accomplished by reducing this Country's dependency on foreign im 
ports. Unfortunately the Mandatory Oil Import Program soon departed from 
this national security objective and was, and is, used for a variety of worth 
while, but unrelated purposes. It has been used to relieve regional and local 
hardship situations; it has been used because of "tight" supply situations and to 
provide supplies of low-sulphur fuel oil. It has also been used in the establish 
ment of foreign trade zones and now it is proposed to modify it in order to force 
down domestic crude prices. It has been used for all of these other purposes and 
it has still served the interests of national security fairly well because, in the 
overall, it has maintained a strong domestic industry and has prevented a flood 
of foreign crude from entering this country.

Oil and gas is important to our national security because they supply 75% of 
this Nation's energy. I think everyone recognizes that we cannot afford to become
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dependent for a major portion of our energy on foreign sources. Unfortunately, 
a very large share of the world's petroleum reserves are located in the Middle 
East. This area has been, and is now, in an unstable condition and has in the 
past shut off all supplies for short periods of time. Should this area come under 
Communist domination, supplies could be cut off permanently. Therefore, it is 
essential that this Nation not become excessively dependent on this unreliable 
source of oil. However, if the domestic price is forced down to $2.50 or $3.00 
per barrel, this Nation's domestic oil industry will 'suffer and we will of neces 
sity turn to the Middle East for increasingly large supplies.

RELATIONSHIP BETWEEN NATURAL GAS AND CKUDE OIL PRICES

The Task Force Majority, in advocating its tariff proposal, failed to recognize 
the true relationship between exploration and production for oil and gas. It 
is reliably estimated that one-fourth or more of all natural gas production is 
dependent upon crude oil production. Also, the exploration for oil and for gas 
are not easily separable. Much of the present natural gas supply was discovered 
during the exploration for crude oil. Because of this close association any re 
duction in exploration for crude will almost automatically result in reduced 
future supplies of natural gas. Of great significance to me, and one that seems 
to have been overlooked by the Majority Task Force Members, is that on an 
equivalent energy basis, the average wellhead cost of domestic crude oil and 
natural gas is no greater, and may actually be less in some cases, than that of 
imported crude oil.

COSTS TO CONSUMERS

Much has been said about the reduced costs to the consumer that would 
result from the tariff proposal. The Majority Report estimates a 1969 cost of 
$4.8 billion to consumers but acknowledges that losses in taxes and other pay 
ments such as bonuses and royalties may offset the $4.8 billion to< some extent 
Other estimates place the cost to consumers at much, less. We have received 
reliable estimates that the cost to consumers is much nearer to $2.2 to $3.4 
billion and that payments to' the various levels of Government would be offset 
by $2.3 to as high as $4.6 billion. When all other offsets are considered, the 
imposition of a tariff program could result in a net cost to the public. I would 
also like to point out that no one familiar with the Middle East situation should 
expect the present low price of crude to continue for very long once we are 
dependent on their supplies.

I fully recognize the probability of error' in any estimates of this type but I 
believe that the ones I have presented are as reliable and more realistic than 
the estimates used by the Task Force Majority.

UNCERTAINTY OF THE TABIFF PROPOSAL

The tariff proposal introduces a degree of uncertainty that would make it 
difficult for industry to operate. It is suggested, that the tariff be adjusted 
periodically to control the flow of oil imports. Even assuming that a tariff pro 
gram can be s» finely tuned to properly regulate the inflow of oil it most cer 
tainly would introduce widely fluctuating prices. This uncertainty as to- future 
conditions and prices could only result in a curtailment of domestic exploration. 
Less exploration invariably leads to less oil found. Thus, the domestic oil posi 
tion constantly deteriorates.

<. SMALL BUSINESS

The most immediate effect of the tariff proposal would fall on the small 
business operator, the small producer, the small refiner, the stripper well opera 
tor, and the marginal producer. Thesfe operators would be forced out of busi-" 
ness. Besides the loss of jobs and opportunity that would result, the oil that 
these stripper wells and marginal operators now produce would be lost. This is 
not good conservation. At the end of 1968 the stripper wells1, producing less than 
10 bari-els each per day had reserves estimated at 5.5 billion barrels. This amount 
of oil would almost certainly be lost immediately. Also- costlv secondary re 
covery of oil would become less attractive and would add additional losses Ex 
ploration by the small independent operator would be curtailed and the majors 
probably would confine their exploration only to the most accessible and low
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cost areas. I think it is very questionable if our present North Slope development 
in Alaska would have taken place had the proposed tariff system been in force 
6-8 years ago when interest first started in that area.

BALANCE OF PAYMENTS

Only a brief word is needed on the matter of balance of payments. The recom 
mendations of the Task Force Majority would increase the adverse balance of 
payments by an estimated $1.5 to $2.0 billion.

Mr. Chairman, one could make a point by point rebuttal of the Majority Task 
Force Report. However, that is not my purpose here today. I wanted only to 
highlight some of my impressions after listening to eight days of hearings on 
the subject.

I sincerely urge that Members of the Committee carefully consider the con 
sequences of a tariff system on this Nation. I hope you will also consider the 
possibile adverse effects to national security, to employment, to future supplies 
of energy so necessary to this Nation, and that you will carefully evaluate the 
very grave risks involved in the tariff system proposed by the Task Force 
Majority.

Mr. Chairman, and Members of the Committee, I thank you for your time and 
attention, and for the opportunity to appear before you today.

Mr. WATTS. Thank you very much for your fine appearance. Your 
statement was so clear to me that I don't have to ask you questions.

Mr. Ullman.
Mr. ULLMAN. Mr. Chairman, I want to welcome my colleague before 

this committee. There is no one in this Congress more qualified to come 
before this committee on this matter. No one knows more about it. 
There is no one whose judgment I would respect more than the gentle 
man from Colorado, who has the Nation's interests at heart.

For that reason, I want to especially thank you for taking the time 
to come here and give us your views.

During the course of these hearings we have had some very con 
tradictory testimony on this matter of the task force report.

As of yesterday, we learned of the wide discrepancy on estimates of 
future production between the task force report and the industry, 
itself, and it gave us cause for a great deal of concern.

As you say, we are a gas-short Nation. We are running short of 
energy in this Nation of ours. We have to face it.

This summer we may very well have electrical blackouts around the 
country. We need to expand the use of energy rather than limit it. It 
gives us cause for the greatest concern that we should adopt policies 
that might cut off the source of domestic supply.

Your recommendation is to continue in general the existing quota 
system on oil ?

Mr. ASPINALL. My friend is correct. I do think that there are some 
corrections that should be made. There are undoubtedly some inequi 
ties that have crept in, but these can be taken care of.

Let me say this to the members of this committee: Don't sell the 
industry representatives short as far as knowledge is concerned of 
what is involved. There is a lot of real practical experience that has 
been accumulated throughout all these years.

It is not idealistic book learning that is involved here. It is prac 
ticality as we try to defend our Nation and use wisely the natural re 
source values which we have, of which gas and oil are two of the very 
important, if not the most important, at the present time.

Mr. ULLMAN. I thank the gentleman for his views.



2403

Mr. WATTS. Mr. Schneebeli.
Mr. SCHNEEBELI. Mr. Chairman, I would like to add to the attitude 

of respect and esteem which we have for our witness, the Congress 
man from Colorado. The members of the committee have great faith 
in his judgment, experience, and background.

Thank you very much.
Mr. WATTS. Mr. Gibbons.
Mr. GIBBONS. Mr. Aspinall, can you tell us when you expect to have 

your committee report out on this question ?
Mr. ASPINALL. It should be out in about 6 weeks, 6 to 8 weeks. It 

is a rather voluminous report. The situation that exists at the present 
time, as my friend knows, in the GPO, makes it a little bit difficult to 
suggest when it can come out.

However, if my friend is interested, if he wishes to take a short, 
snappy glance at it, the transcript is available.

Mr. GIBBONS. I appreciate that. That is what I was going to ask 
next.

Thank you, sir.
Mr. ASPINALL. Thank you.
Mr. WATTS. Thank you very much, Mr. Aspinall.
Mr. ASPINALL. Thank you.
Mr. WATTS. The next witness is the Honorable Ed Edmondson, 

our distinguished colleague from Oklahoma.

STATEMENT OP HON. ED EDMONDSON, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF OKLAHOMA

Mr. EDMONDSON. Thank you, Mr. Chairman.
I am happy to follow my distinguished chairman on this subject.
Mr. Chairman, let me begin by thanking you and the committee 

for the opportunity to be heard and for the fact that you are hold 
ing hearings on this very important subject matter today.

I have personally introduced or joined in the introduction of sev 
eral mejisures affecting American trade policy. They include H.B. 
786, revising the quota control system on importation of meat and 
meat products; H.E. 787, restricting imports of milk and dairy prod 
ucts; H.R. 791, imposing certain controls over importation of flat 
jjlass; and most recently, H.E. 17761, in which I joined many col 
leagues in seeking a bill to regulate import of textile articles and 
leather footwear.

The fact that I am presently the author of these bills seeking 
safeguards for domestic industry is evidence that I am no longer 
exactly the free trade advocate elected in the Second District of 
Oklahoma in 1952.

Like some members of your committee who began congressional 
career as advocates of free trade and supporters of reciprocal trade 
legislation, I have been compelled by the real facts of today's world 
to advocate substantial changes in our trade policy.

The practices of other nations professing to be free trade advocates, 
while in fact imposing stringent and sophisticated controls upon the 
products of other nations, have compelled and today demand modifi 
cation of our own policies.
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Therefore, as a representative of a district with substantial in 
terests in cattle and dairy products, flat glass manufacture, textiles, 
and other products, I have come to your committee in search of leg 
islative relief, and I earnestly hope these hearings will lead to con 
structive legislation along these lines.

I assure you the need is great, and daily becomes greater in all of 
these fields. Our flat glass industry, in particular, has been hard hit 
by a rising flood of low-cost imports, and is in acute distress today.

My purpose in appearing here today, however, is not to plead at 
length for these specific measures.

In the limited time afforded to me, I would like to comment briefly 
upon a proposal which recently received wide publicity in the coun 
try, following a much publicized task force study of the oil import 
control program, climaxed by a task force report in February of 1970 
which advocated replacement of our existing mandatory oil import 
control program by a new tariff approach calling for much larger 
imports of foreign oil.

In my prepared statement I refer to the task force majority report 
which came out in 1970 as "the blueprint of disaster." I think that is 
an understatement of what the effects would be in this country if 
we were to actually see an implementation of what this task force 
majority report called for.

Recently, the Subcommittee on Mines and Mining of the House 
Committee on Interior and Insular Affairs completed extended hear 
ings on the report of this Cabinet task force.

I am pleased that the President has not seen fit to implement this 
policy but has, instead, put a new committee in the Cabinet in charge 
of reviewing the entire situation.

In our sumcommittee hearings we heard from representatives of four 
of the seven Government departments and agencies whose chief par 
ticipated as members of the task force. We heard also from numerous 
witnesses who had read and studied the task force report, including 
some who were vitally and directly affected by its conclusions and 
recommendations.

The comments which follow are the Comments of only one member 
of that subcommittee, and do not necessarily represent the views of 
any other member. However, I believe they are fully supported by the 
record made before the subcommittee, and I am reasonably confident 
that most of them will be supported by a majority of the subcom 
mittee when the committee report is finalized.

TASK FORCE MAJORITY CONCLUSIONS

Careful reading of "The Oil Import Question"—the official report 
of the Cabinet task force on import control—is sure to leave some 
confusion in the reader's mind regarding the "majority position" in the 
task force.

Most of the newspaper publicity commenting upon the report identi 
fies task force Chairman (and Secretary of Labor) George Shultz, 
Office of Emergency Planning Director George Lincoln, Secretary of 
Defense Melvin Laird, Secretary of the Treasury David Kennedy, and 
Secretary of State William Rogers as members of the task force 
"majority."
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These officials, presumably, reported to the President in support 
of—

A phased transition to a tariff! system for controlling imports, to take initial 
effect no later than January 1, 1971, with the fallowing principal features:

(1) initial imposition of an increased tariff on nonpreferred crude oil at a 
level $1.35 per barrel above existing tariffs;

(2) phase-out of special quota privileges over a three-year transition period 
by means of a "tariff-free" quota ;

(3) deferment of decision on further tariff liberalization until January 1972, 
at which time the program managers may continue the process of liberalization 
if they are then persuaded on the basis of the best available evidence that indi 
cated reserves in North American frontier areas will be sufficient to meet the 
aggregate 1980 production estimates set forth herein, or until January 1973 or 
January 1974 if the program managers are so persuaded by then ;

(4) a comprehensive review of the program no later than 1975, including an 
in-depth study of the post-1980 situation, to determine whether it then appears 
consistent with the national security to continue—or, if need be, arrest or re 
verse—the process of tariff liberalization.

Other "principal recommendations" in the report call for special 
special tariff rates on residual fuel oil as well as finished products 
and unfinished oils, for Western Hemisphere preferences, transitional 
quotas, the auctioning of Eastern Hemisphere import licenses, a man 
agement system headed by the Director of the Office of Emergency 
Planning, and further studies of security alternatives.

These far-reaching recommendations proceed from a series of find 
ings and conclusions about oil prices, domestic exploration and pro 
duction potential and potential savings to the American consumer 
which are set forth in the report's "Summary of Security Analysis."

The most spectacular of these findings is the much publicized state 
ment that "American consumers would save about $5 billion annually 
now and over $8 billion annually by 1980" as a result of the abandon 
ment or relaxation of import controls. Approximately a page and a 
half beyond the report's spectacular claim of $5 billion annual savings 
to American consumers under the proposal appears the significant 
conclusion:

At a $2 price, imports could amount to about 51 percent of domestic demand. 
Perhaps half of these imports would be from the Eastern Hemisphere; about 
40 percent of all imports—or 20 percent of domestic demand—would be from 
Arab sources.

Notwithstanding the recognition in the majority views of the es 
sential nature of Eastern Hemisphere oil in the accomplishment of 
the dollar savings for American consumers claimed as a majority re 
port result, the majority "Conclusion" is stated at page 131 of the 
report:

"Nationality security will be adequately protected by adopting as 
a first step a revised control system and a modest immediate reduc 
tion in import restraints. Further liberalization appears to be war 
ranted, but a decision on the timing and extent of subsequent relaxa 
tion in the level of restrictions should await the development of addi 
tional information about the productive potential of North American 
'frontier areas.'"

All of the conclusions and findings I have referred to are generally 
described as majority views, but the report very significantly contains 
a series of "supplementary views" which are credited to members of
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the majority—supplementary views which for all practical purposes 
appear completely inconsistent with the publicized majority posi 
tion.

For example, the Secretary of State, while agreeing that "changes 
in the oil import system are required and that the proposed new sys 
tem represents a move in a desirable direction," nonetheless "empha 
sizes, however, that basic changes in an oil import program of long 
standing might provoke serious adverse reactions which could have 
an important bearing on national security."

The Secretary of State, in supplementary views, makes it clear that 
full consultations with other governments will be necessary to enable 
the Department of State fully to assess the national security and for 
eign policy ramifications of the proposed changes, and warns that 
amendments to the program may be necessary in the light of those 
security considerations.

Another majority member, the Secretary of the Treasury, strongly 
warns that the projected 1972 tariff liberalization should be under 
taken only if such action seems prudent to the program managers in 
light of an objective and independent appraisal of actual domestic 
exploratory drilling and other then-current information, including the 
results of an in-depth review of the post-1980 period.

Most important as a qualification of the majority position is the 
statement of the Secretary of Defense in his supplementary views. The 
Secretary of Defense, for example, warns that the tone of the report 
does infer a capability of reacting to an oil emergency that may be 
somewhat optimistic.

The Secretary of Defense makes it clear that he believes the ques 
tion of residual fuel oil has not been adequately analyzed and * * * the 
effects of virtually free access to foreign residual oil on U.S. markets 
and U.S. refining capabilities have been such as to make the continued 
exemption of residual oil from import controls open to question.

He strongly urges that the entire subject of residual oil be studied 
as quickly as possible.

These concluding conditions stated by the Secretary of Defense 
appear at pages 132 and 133 of the report:

Further, from a national security standpoint, it is extremely important that the 
program be carefully administered and security considerations be paramount. As 
a member of the Interdepartmental Policy Panel the Secretary of Defense would 
consider the following to be essential.

(a.) That domestic exploration be maintained at approximately current rates 
and that no reduction in reserves be allowed.

(ft) Tariffs be changed only after security needs have been satisfied.
(o) Changes in import levels be accomplished slowly and gradually. He strongly 

objects to a schedule on levels of imports which will widely fluctuate, either up or 
down, from any source.

(d) Continuous surveillance to prevent the reduction of the United States or 
TJ.S.-controlled tanker fleet. An in-depth review of any adverse effects of the 
relaxed controls on the United States or U.S.-controlled tanker fleet and ship 
building industry should be performed.

(e) An in-depth review of the post-1980 period. While higher imports in the 
next decade might be without security risks, we must look beyond 1980 when 
the larger oil-producing areas of the Western Hemisphere will most probably 
begin a period of decline. Security in that period will depend heavily on the 
degree to which alternate energy sources have been developed in the 1970's. He 
believes that the financing of such development will fall largely on the govern 
ment. One possibility is to support such developments by receipts from tariff 
collections.
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Finally, he strongly recommends that the economic and security implications 
inherent in the proposed program be brought to the attention of our Allies and 
affected nations at the earliest possible moment, after approval.

Prompt and candid actions should mitigate the possible criticism in our 
changing policy and provide an incentive to others to initiate oil security plan 
ning in a different environment from that existing under our current import 
control policy.

The Secretary of Defense is saying that, if the result of this proposed 
change would be a reduction in exploration rates or a reduction in our 
domestic reserves, then it is a danger to our national security to do it.

This is something that most of the press coverage of this task force 
report, in my personal judgment, has failed adequately to present.

The conditions and qualifications stated by the Secretary of State, 
the Secretary of the Treasury, and the Secretary of Defense—com 
prising three-fifths of the so-called majority—make very clear the 
absence of a Cabinet consensus in support of staff conclusions and 
recommendations contained in the task force report. On the vital 
security question, both the Secretary of State and the Secretary of 
Defense—the Federal officials primarily concered with security— 
have strong reservations and have stated them for the record.

It appears in "The Oil Import Question," if you read that volume 
and analyze it carefully.

TASK FORCE MINORITY CONCLUSIONS

The Secretary of the Interior and.the Secretary of Commerce have 
been joined by the Chairman of the Federal Power Commission— 
three Federal officials with primary responsibility, in my judgment, 
for the health of our domestic industry—in a separate report on the oil 
import question strongly disagreeing with the recommendations of the- 
so-called task force majority.

Four major reasons for their opposition are stated in their report:
1. The program would substitute a tariff for the present quota system. 

A tariff is highly undesirable in many respects and would lead to domestic and 
international problems of great significance.

2. The program would result in price fixing. Stripped of its foliage, the rec 
ommendation of a tariff of $1.45 is designed to produce a domestic price of $3 
a barrel for oil. The control of imports based upon any predetermined price 
for domestic oil is not only impractical, but would be a further retreat from a 
free market.

3. The program would risk the national security in fundamental respects. 
It would make as dependent on insecure foreign supplies by discouraging the 
exploration and development necessary to build our own reserves of oil and 
gas. Because of its adverse impact on the natural gas industry the proposed 
program would disrupt energy resource utilization and consumer demand 
for 75 percent of our current energy base.

4. The program would involve substantial economic loss to the industry, to its 
1.2 million employees and to the 31 oil-and-gas-producing States, so as to weaken 
our internal economy and impair the national security within the meaning 
of the statute.

This is the judgment of the three Federal officials most directly 
concerned with security for our energy base.

These Federal officials who share major governmental responsibility 
for Government policy affecting oil and gas production in this coun 
try have indicated in their report that a significant reduction in oil 
and gas exploration and development would necessarily follow the 
actions recommended in the majority report.
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I call your attention once again to the Secretary of Defense's con 
dition No. 1, that we not have a tariff approach if its effect is to 
reduce either the level of exploration or the level of our reserves.

More seriously, the same officials conclude that at a price of $2.50 
a barrel the United States would be at the mercy of distant supplying 
countries within 10 years.

The separate report takes issue with majority conclusions on other 
points of significance. For example, the minority concluded, on page 
353 of the report, that:

(3) The cost to the consumer of present oil import controls is 
grossly overstated in the task force report.

Two arguments are advanced on this point:
(a) If oil import controls were removed, it can be estimated that consumers 

of natural gas, by reason of decreased exploration and lessened production 
could pay a large part, if not all, of this amount in increased prices for natural 
gas.

(6) The statement implies that the prices paid for oil products as a result 
of controls are a total loss to the economy. The fact is that this entire $5 billion, 
assuming the amount to be correct, goes to the States in production taxes, to 
royalty holders, to employees, and for equipment and other operating costs that 
benefit other individuals.

The Secretary of the Interior find the Secretary of Commerce, along 
with the Federal Power Commission Chairman, strongly emphasized 
the adverse effects on the U.S. economy of the majority proposal and 
increasingly adverse results on our balance of payments from in 
creased imports.

Pointing to 1.2 million employees in the oil industry, the minority 
predicts a substantial reduction in employment engaged in oil ex 
ploration and production, pipeline construction, tanker construction 
and operation, oil well servicing, pipe production by the steel industry, 
and allied industries, in the event task force majority recommendations 
were implemented.

The testimony of a vice president of the Chase Manhattan Bank, 
John Winger, is also cited in the separate report:

One of the Nation's leading banks has estimated that between now and 1980 
the petroleum industry, under normal conditions, would spend about $70 bil 
lion in the United States in search of additional reserves of oil and gas.

However, it further concludes that if import controls were relaxed enough 
to cause the domestic price of crude oil to fall by some 30 cents a barrel, these 
expenditures would not be more than $20 billion.

A reduction of $50 billion in the oil industry's capital spending in the next 
11 years would have an adverse effect which would be broadly felt in the 
national economy.

Of course, it is elementary that it would also have an adverse effect 
on the exploration results and on the reserves that were develoned.

The separate report contains an alternative plan which provides 
for an increase in the present import quota formula in four of the 
geographic districts of the United States by the equivalent of 1 per 
centage point in each year for the period of 1970 through 1974.

Other major recommendation? include consideration of extension of 
the unrestricted entry of residual fuel oil to other districts besides dis 
trict I, negotiation with Canada of a common energy policy, negotia 
tion with Mexico to seek discontinuation of its 30,000 barrel daily 
quota, phaseout of the refiners crude oil allocations based on historical
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imports, retention of the sliding scale preference for smaller refineries, 
increases of imports for petrochemical producers, and a series of other 
proposals outlined on page 359 of the report.

The conclusion of the Chairman of the Federal Power Commission 
regarding impact of the majority recommendations on the natural 
gas and electric utility industrie&is strongly stated:

The impact of the proposed tariff-based Oil Import Control Program on the 
domestic petroleum industry will so weaken our national economy as to impair 
the national security as defined in Section 232 of the Trade Expansion Act of 
1962.

Oil supplies 44 percent of our energy requirements, natural gas, 31 percent; 
coal, 21 percent; and water power, nuclear energy and other fuels, four percent. 
Adoption of the "Task Force Plan" will not only disrupt the oil and gas 
industry, but will affect our total energy resource utilization, and consumer 
demand for 75 percent of our current energy base.

The Task Force Report has virtually ignored the natural gas sector and 
accordingly, has erred in its conclusion that adoption of the Task Force tariff- 
based oil import plan will not adversely affect the national security. Explora 
tion, development and production of natural gas and oil are not practicably 
separable. Twenty-five major oil companies produce 68 percent of the natural 
gas sold in interstate commerce in the United States. However, the independent 
oil and gas producers found approximately 80 percent of the new gas and oil 
fields discovered in 1967 in the interior basins of the United States. In 1968, the 
regulated pipeline and distribution companies produced only 8.1 percent of the 
gas transported through their systems. The natural gas industry is dependent 
almost entirely on the oil companies or independent producers of oil and gas 
for its basic gas supply. Drastic reduction of oil prices over a term of three to 
five years will significantly reduce additions to natural gas reserves, curtail 
the growth of the natural gas energy sector, and increase consumer costs.

Basically, while conceding the need for revision and some changes 
to correct problems and inequities resulting from some past policy 
decisions, the minority of the task force have firmly concluded that 
the oil import control program is meeting its fundamental objectives.

"It has enabled the Nation to draw on foreign oil to supplement 
domestic supply without becoming dangerously dependent on imports 
from uncertain sources in time of crises. The much discussed 'gas short 
age' would be far more critical today but for the operation of the 
current oil import program."

SOME CONGRESSIONAL CONCLUSIONS

Nearly 2 years have passed since the Subcommittee on Mines and 
Mining of the House Committee on Interior and Insular Affairs re 
ported, in August of 1968, that "the need for control of foreign crude 
and unfinished oil in order to assure a healthy U.S. petroleum industry 
is as great today, from the standpoint of national security, as when 
the plan was conceived originally."

In 1970, this finding has equal validity.
In 1968, the Mines and Mining Subcommittee referred to the judg 

ment of three Presidents (Eisenhower, Kennedy, and Johnson) that 
mandatory oil import controls were needed "to insure the national 
security of the Nation by safeguarding and maintaining a vigorous 
and healthy domestic petroleum industry."

Today, in 1970, the judgment of a fourth President, Kichard Nixon, 
can be added in support of that conclusion—reinforced by hard expe-
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rience and by the President's observation, in September of 1969, to 
this effect:

. .'. It is essential to develop a'll our resources when, as we look at the Middle 
East and other section's of the world, many of our supplies would be cut off in 
the event of a world conflict.

The 1968 report of the Mines and Mining Subcommittee was critical 
of a number of administrative decisions in the implementation of the 
mandatory oil import control program—but the overwhelming ma- 

After listening carefully to the testimony of two strong administra 
tion advocates of the task force majority report in favor of a tariff 
system with substantial increases in foreign oil imports, I can tell this 
committee today that I have heard nothing in the way of evidence to 
alter my own judgment that continued import controls are absolutely 
essential to our national security.

Nearly every witness appearing before our subcommittee during the 
recent hearings testified forcefully to the necessity of controls on oil 
imports for the national security of the country.

Petroleum industry witnesses were in unanimous agreement that 
the recommendations of the task force majority would not provide the 
necessary national security, that their estimates of the future supply 
of oil from domestic and other North American and South American 
sources were too high, that their estimates of the cost of the present 
program were too high, and that other serious mistakes were present 
in the report.

You say'those are petroleum industry witnesses and are biased on 
this subject. But let me emphasize that these petroleum industry wit 
nesses included not only independents who are primarily interested in 
domestic production and domestic refineries, but included spokesmen 
of some of the largest integrated companies in the world. They in 
cluded petroleum companies with substantial overseas holdings that 
presumably would benefit from an opening up of the gates of this 
country to foreign oil.

It is significant that these industry witnesses included not only 
domestic producers but representatives of companies with very sub 
stantial foreign oil holdings as "well. ,

The national security importance of domestic oil and gas is imme 
diately recognized when one central fact is acknowledged: oil and gas 
today are meeting three-fourths of all U.S. energy requirements.

To put it in precise terms, we are meeting 44 percent of our current 
energy requirements with oil and 31 percent of those requirements 
with natural gas.

The Nation is consuming nearly 15 million barrels of oil and 58 
billion cubic feet of gas every day in the course of meeting those 
energy requirements—and by 1985, those daily requirements are ex 
pected to increase by 50 percent, to a total daily requirement of 22 
million barrels of oil and 90 billion cubic feet of gas.

Most experts in the oil industry and in Government are in agree 
ment that additional imports of foreign oil will be needed to meet 
these expanded 1985 requirements although there are some domestic 
industry champions who contend that we can meet all future require 
ments on the North American Continent if domestic exploration and 
development are allowed to continue under ideal conditions on the 
entire continent.
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Almost without exception, however, all of these experts agree that 
implementation of the task force majority recommendations would 
severely curtail our domestic exploration and development effort—with 
a disastrous effect not only upon domestic oil supply, but also upon 
the natural gas reserves which are so frequently developed in the 
course of oil exploration.

The Wall Street Journal for June 2, 1970, in a front page article 
entitled "Power Crisis," tells the alarming story of a national "energy 
gap" which is already leading to interruption of factory operations 
and prospect of summer power failures.

The Journal article quotes one industry analyst with the judgment 
that "electric utilities are all treading on the edge of a precipice," and 
cites a long series of examples to prove the existence of a general 
energy shortage.

In the case of natural gas, the Journal correctly reports that con 
sumption of gas has outrun new discoveries for the past 2 years, and 
also correctly reports an industry judgment that "unrealistically low" 
gas prices set by Government regulators have resulted in lagging 
exploration.

The facts cited in the Journal article are beyond dispute.
What about the conclusions that may be drawn from them ?
The most dangerous conclusion of all, in my judgment, would be 

the conclusion that foreign oil under a tariff plan will will provide the 
answer to the Nation's energy crisis—and provide the answer at lower 
cost.

This conclusion is fallacious for a number of reasons:
First, because any substantial increase in foreign oil imports which 

is accompanied by lower prices for oil on the American market is going 
to reduce domestic exploration for oil—and with that reduction will 
come a reduction in gas findings and gas reserves. There is no prospect 
at all of meeting our gas requirements from foreign sources.

If you cut back your oil exploration, you inevitably lower your 
findings of oil, and lower not only your domestic reserves of oil but 
of gas. You compound the energy crisis in this country if you slow 
down the gas exploration at this time.

The first result will therefore almost certainly be a reduction of the 
supply of natural gas to meet our energy requirements—which means 
a reduction in supply of the only fuel which today presents no major 
pollution problems to the American people.

The only alternative that I can see to this result would be a dramatic 
increase in the prices allowed by the Federal Power Commission for 
the producers of natural gas—an increase justifying a substantial in 
crease in exploration effort—and a price increase which would wipe 
out the big consumer savings that are claimed for the task force 
majority program.

The second result would be to place the American energy consumer 
at the mercy of Eastern Hemisphere oil producers—and I do not 
see any particular point in detailed discussion of the problems which 
are certain to arise from such a dependence.

Is there any member of this great committee who is ready today to 
stake the security of our Nation's energy supply upon the reliability 
of Middle Eastern or north African oil reserves ?
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Is there any member of the committee who believes that present 
low prices on crude oil produced in these areas would be continued, 
in the event the United States were no longer largely self-sufficient 
and became in large part dependent upon these foreign oil supplies 
for energy ?

If there are, I suggest a few minutes reading the Wall Street 
Journal account of June 1, 1970, entitled "Squeeze in the Desert," 
which tells something about what is happening today in Libya.

Somebody told me a few minutes ago that today's New York Times 
has a follow-up on that Libyan story in which word has been de 
livered to our oil people that if we have any further sales of planes 
to Israel it could very well be the straw that breaks the camel's back 
so far as the supply of Libyan oil is concerned.

That is really getting at the mercy of somebody else's policy, when 
you get in that kind of a position. Yet, it coiild be duplicated many 
times over if we became dependent upon this Middle Eastern and 
north African oil for our vital energy needs in this country.

A comparison of retail prices on regular gasoline in the United 
States with the retail prices on the same product in some of the coun 
tries now dependent upon foreign oil will also prove illuminating.

If there is any country in the world today where the consumer is 
finding a better price bargain than the American consumer when he 
buys a gallon of gasoline or a quart of lubricating oil, I do not know 
where that country is.

One of the most interesting exhibits supplied to our subcommittee 
was a table prepared by Curtis L. Maxey of Tulsa, Okla., who com 
piled and compared gasoline prices and average workers' earnings 
in seven petroleum dependent nations of the free world with prices 
and earnings in the United States.

In 1966, which was the most recent year for which the figures were 
available to Mr. Maxey for all of the countries involved in his study, 
the average French worker had to work more than 67 minutes to 
earn enough pretax wages to buy 1 gallon of regular graded gaso 
line. The U.S. worker had to work slightly more than 7 minutes to 
buy the same gallon of gas.

The French worker, in a country dependent on foreign oil, had 
to work more than nine times as long to earn enough to buy a gallon 
of gas.

In the same year, the West German worker had to work more than 
four times as much as the American; the English worker nearly 
four times as much; the Japanese worker more than seven times 
as much.

I would be happy to supply the complete tables prepared by Mr. 
Maxey if the committee is interested in them.

(The material referred to follows:)
EARNINGS IN MANUFACTURING FOB SEVEN PETROLEUM DEPENDENT COUNTKIES IN 

THE FREE WORLD AND THE UNITED STATES OF AMERICA—AVERAGE HOURLY 
BATES BEFORE TAXES
These statistics were taken from the Monthly Bulletin of Statistics, February 

1910 published by the United Nations in New York.
The hourly rates for Male and Female adult workers in the monetary unit of 

each country for each year are listed on page 146.
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The hourly rates were converted to dollars and rounded to the nearest cent 
by using the exchange rates listed on pages 200-202.

Country 1962 1963 1964 1965 1966 1967 1968

France.... ...
West Germany..
Ireland'.....
Italy...........
United Kingdom i
Japan... _ ..

$0.50
.81
.56
.46

1.31
.99
.38

2 39

$0.54
.87
.58

54
1.40
1.03
.42

2.46

JO. 58
.94
.65

- .59
1.54
1.11
.47

2.53

$0.61
1.03
.68
.62

1.70
1.23
.52

2.61

$0.64
1.11
.76
.64

1.85
1.29
.58

2.72

$0.69
1.15
.69
.68

1.80
1.16
.65

2.83

$0.76
1.20
.75
.72

1.91
1.23
.77

3.01

i Pound was devalued approximately 14 percent in 1967.

Note. For Japan it was necessary to convert monthly wages to yearly wages. Hours worked per week were converted 
to hours worked per year. (Hours worked per week are found on page 16 of the above reference and 52 weeks per year 
were used to determine the hours worked per year.) Dollars earned per year were divided by hours worked per year 
to obtain wages in dollars per hour.

WORKING TIME IN MINUTES REQUIRED OF MALE AND FEMALE ADULT MANUFACTURING EMPLOYEES TO EARN 
ENOUGH MONEY, BEFORE TAXES AND DEDUCTIONS, TO PURCHASE 1 U.S. GALLON OF GASOLINE GRADED REGULAR 
IN 7 PETROLEUM DEPENDENT COUNTRIES IN THE FREE WORLD AND THE UNITED STATES

Country 1962 1963 1964 1965 1966

West Germany. _
Italy....-.-....— ............

.. . . 91.1
40.4
58.1

....... 75.6

....... 25.8

....... 31.3
74.7

— — . 7.7

83.3
37.4
55.9
65.3
24.1
29.0
67.1
7.4

75.6
33.8
50.8
59.1
20.8
27.8
58.9
7.2

70.7
31.7
50.5
64.6
19.4
27.8
54.4
7.2

67.4
29.4
47.9
62.2
18.7
26.5
52.4
7.1

i The French worker had to work 67.4 minutes in 1966 to earn enough pretax wages to buy 1 gallon of regular graded 
gasoline as compared to the U.S. worker who had to work 7.1 minutes.

Note: Information for 1967 and 1968 was not available.

Source: Testimony provided by Mr. Curtis L. Maxey, 1754 South Darlington, Tulsa, Okla., to the Mines and Mining 
Subcommittee of the House Interior and Insular Affairs Committee, Apr. 23,1970.

Mr. EDMONDSON. It is a fact, fully supportable by official Govern 
ment figures, that petroleum prices in the United States have actually 
declined in real terms during the past 12-year period. Not many in 
dustries in this country can make that statement.

Crude petroleum prices from 1957 to 1969 increased by only 2.1 per 
cent, while all wholesale prices during the same period went up by 
12.7 percent.

All consumer prices during the same period were going up by 27.7 
percent while retail gasoline prices were increasing by only 10.5 per 
cent and heating oil prices went up by only 15.2 percent.

The record of the petroleum industry may be subject to criticism 
on some counts—but the record of that industry is in holding the price 
line during a period of rising consumer prices compares very favorably 
with most American industries.

Let me conclude, Mr. Chairman, by admitting to some local prej 
udice on the subject of the domestic oil industry and its importance 
to the country.

I represent a State in which more than 80,000 citizens are employed, 
either directly or indirectly, by the petroleum industry. The payroll 
of 59,000 Oklahomans engaged directly in production, refining, pipe 
lines and marketing is well in excess of $400 million annually.

40 -127—tO—pt. «———4
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In the last fiscal year, gross production taxes and petroleum excise 
taxes alone provided our State with $48 million in revenue. Nearly 30 
percent of the gross tax collections of our State are derived from the 
petroleum industry, and those tax revenues are used to support countj 
schools and highways, finance schoolteachers' retirement and to meet 
many other governmental needs.

I have no idea of the number of Oklahomans who are dependent, 
in whole or in part, upon oil and gas royalties—but there is one major 
Indian tribe in my district which is largely dependent upon this in 
come, and there are many thousands of others who benefit from it.

The task force majority report concedes that thousands of stripper 
wells regarded as marginal or uneconomic would be forced to shut 
down under their recommendations—but little attention has appar 
ently been given to the national economic impact of such an action.

The separate report has summarized that impact in these words:
Major investment losses to American producers, reduced employment, reduced 

State revenues, and damage to the economies of a number of States would result.
I share the view of the separate report, and trust the members of 

this committee will reach the same conclusion.
Whatever may be the mistakes and shortcomings of the present man 

datory oil import program, it is vastly superior to the recommenda 
tions of the task force majority.

The majority report is a blueprint for national disaster. Let us 
proceed to improve the program we now have.

Thank you, Mr. Chairman.
Mr. WATTS. That was a very fine statement, Mr. Edmondson. I don't 

think you have to apologize for being prejudiced. In the course of 
time I have been on this committee, every witness who has been here, 
including a lot of us on this committee, has been prejudiced on some 
subject.

Mr. TJllman.
Mr. ULLMAN. I want to welcome my friend from Oklahoma. It 

was my privilege to serve on his subcommittee many years ago. The 
gentleman is chairman of the Mines and Mining subcommittee and 
has been for a number of years.

I want to say that I have watched the gentleman very closely. He 
has not only great concern for the State of Oklahoma, but great con 
cern for this Nation of ours.

He has just concluded lengthy hearings on this subject.
How many days of hearings did you hold ?
Mr. EDMONDSON. I think the actual hearings ran about 8 days.
Mr. ULLMAN. And you will have a complete published report on those 

hearings, I presume ?
Mr. EDMONDSON. The hearings will be published and a report of 

majority and minority conclusions of the subcommittee will also be 
available.

I am sure there will be minority views on the subcommittee. There 
always have been.

Mr. ULLMAN. I appreciate the gentleman's analysis of the task force 
report. Obviously this has been the center of controversy. It is rather 
amazing to me that we get a Cabinet level task force report that in 
the first place is divided among the members of the Cabinet.
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In the second place, the majority members have added so many 
qualifying provisions to their recommendations that they almost 
nullify the impact. Is that the gentleman's feeling?

Mr. EDMONDSON. I think that is my feeling, and it very obviously 
was the President's conclusion because he, in effect, has put the report 
on the shelf and has asked a new group to take a totally new look at 
the situation.

Mr. ULLMAN. Did you in the course of your hearings get any reading 
from the new task force as to where they were going and what they 
were doing?

Mr. EDMONDSON. We didn't undertake to get anything of a formal 
nature from them. We did have before the committee the man who is 
presently chairman of the new group and we did question him at some 
length. He is the head of the OEP.

Mr. ULLMAN. Let me explore one area with the gentleman because, 
as Chairman of the Mines and Mining Subcommittee, he is more 
knowledgeable in this area than I am.

I think all of us are concerned about the future energy require 
ments of this Nation, and all of us are particularly concerned about 
the future sources of oil because of the problems in the Mideast, as 
the gentleman pointed out. Certainly, there is no more delicate or 
dangerous political situation in the world than exists in the Mideast. 
I would hate to think that our energy requirements were so dependent 
upon that part of the world that this country would come to a grind 
ing halt if the oil supply were shut off.

Tell me this: We had some testimony on the subject that we, in fact, 
do have enough gas and oil reserves in this country, provided we had 
adequate exploration. We could satisfy this Nation's energy require 
ments. What is your feeling on this ?

Mr. EDMONSON. I feel that the North American continent has the 
potential reserves to meet our requirements for the foreseeable future 
if we supply the incentives for exploration and development of those 
reserves.

I think very definitely we are going to have to have some price in 
creases on gas in order to get these much-needed development and 
exploration programs going.

The effect of this other program that is advocated by the task force 
majority is to drive down your basic oil price. It proposes nothing 
that I am aware of in the way of gas price change.

I simply think it would be a catastrophe to our own exploration 
and development efforts, and reserve development, to have this.

Mr. ULLMAN. Yet at the present rate of exploration we are going 
to have a gas shortage, are we not ?

Mr. EDMONSON. very definitely. We need to have a gas price ad 
justment now, and I think the FPC is coming to an awareness of that 
fact.

Mr. ULLMAN. I think this energy situation is so critical that we 
absolutely must take action to protect the bare essentials of keeping 
this country going in the next 5 or 10 years. 

I appreciate very much the gentleman's testimony. 
Mr. EDMONSON. I thank the gentleman. 
Mr. WATTS. Mr. Gibbons.
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Mr. GIBBONS. I want to say that your statement is certainly well 
prepared. I know the gentleman is a real scholar and student in this 
field. That is the reason I want to ask you a couple of questions, if 
I may, please.

Let us look at page 4 of your statement, in subparagraph (e). This 
interested me when I read the report of the subcommittee. I am re 
ferring to the statement by Secretary Laird in which he said:

An in-depth review of the post-1980 period. While higher imports in the next 
decade might be without security risks, we must look beyond 1980 when the 
larger oil-producing areas of the Western Hemisphere will most probably begin 
a period of decline.

Security in that period will heavily depend upon the degree to which alterna 
tive energy sources have been developed in the 1970's. He believes that financ 
ing of such development will fall largely on the Government. One possibility is 
to support such developments by receipts from tariff collections.

Did you take any testimony in your hearings as to what the Secre 
tary meant by that statement?

Mr. EDMONDSON. No, sir; unfortunately, we did not have Secre 
tary Laird before us. I don't have any refined understanding of that 
phrase. I suspect he is talking about atomic energy as the alternate 
energy source that will rely heavily upon Government financing, but 
that would just be a guess.

Mr. GIBBONS. I wonder if he was talking about shale oil. Could that 
be what he had in mind?

Mr. EDMONDSON. There is no question about the fact that oil shale 
represents a great potential for energy. We also have tremendous re 
serves of coal that I think will be available to us for the long future. 
But whether he means that oil shale development is going to require 
substantial Government financing in that statement, I couldn't tell 
you.

I think if we had a higher price on oil on the domestic market right 
now you would see some shale development going forward at this time.

Mr. GIBBONS. In your subcommittee hearings, Mr. Edmondson, did 
you have any of the people in, or did you invite any of the people 
to testify, or were any of them witnesses, who wrote this report, the 
Cabinet Task Force report ?

Mr. EDMONDSON. We had the head of OEP, General Lincoln.
Mr. GIBBONS. He was one of the dissenters?
Mr. EDMONDSON. No, sir, he is one of the majority. We had a repre 

sentative of Secretary Laird, a very able spokesman for the Depart 
ment of Defense. He was identified publicly as part of the majority.

We had two who were proponents of the report, and two who are 
on the other side, from the Interior and Commerce Departments, at 
our hearings.

Mr. GIBBONS. Let me say I agree with your conclusion that we have 
to have sufficient energy bases here in this country to support our re 
quirements in the future.

One of the questions I asked yesterday had to do with what amounts 
the industry is actually spending on searching for new oil resources in 
this country.

As I recall the testimony of the witness yesterday—and I will stand 
corrected after looking at the transcript—I think he said $4 
to $5 billion a year.
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I noticed on page 6 you say the vice president of the Chase Man 
hattan B ank apparently estimates it is twice as high as that.

Did your committee go into -what the industry is actually spending ? 
Did you actually find out what they are really spending for research 
and development, or for exploration and development?

Mr. EDMONDSON. We have obtained those figures at various times in 
the past, and I would be glad to supply to the committee detailed and 
precise figures on it. I don't have them immediately before me.

Mr. GIBBONS. I think that would be very helpful.
Mr. EDMONDSON. I think the estimate of the vice president of Chase 

Manhattan, of a $70 billion programed expenditure in the 10 years 
from 1971 to 1980 is probably a pretty accurate forecast of what is 
projected to be spent.

I think the existing levels would not fall short of that level by very 
much, the annual expenditures being made.

Mr. GIBBONS- I do look forward to receiving the material from the 
gentleman.

Mr. EDMONDSON. We will supply that for the record.
Mr. GIBBONS. Thank you.
(The information referred to follows:)

[Excerpts from statement of John G. Winger, Vice President, The Chase Manhattan Bank, N.A., New York, N.T., before the Committee on Interior and Insular Affairs, Subcommittee on Mines and Mining, U.S. House of Representatives, April 6, 1970]
This year, the nation will consume nearly 15 million barrels of oil and 58 bil 

lion cubic feet of gas every day. By 1985, the daily requirements are expected 
to reach 22 million barrels of oil and 90 billion cubic feet of gas—about 50 per 
cent more than now.
*******

If the United States were to maintain a minimum safe inventory of proved 
petroleum reserves and not become more dependent upon outside sources than 
it now is, the domestic petroleum industry will need to find and develop a total 
105 billion barrels of oil and 560 trillion cubic feet of gas between now and 1985. 
To find such a tremendous amount of petroleum will require an enormous cap 
ital expenditure. For the past 20 years there has been a consistent relationship 
between the amount of money devoted to the search for petroleum and the proved 
reserves actually found. And, if this relationship continues, the petroleum indus 
try will need to spend approximately 150 billion dollars to find and develop the 
required reserves.

* * * * * * *
For the past 15 years the industry's annual capital expenditure for the pur 

pose of finding new reserves has remained essentially unchanged. The total out 
lay for that period, amounting to 68 billion dollars, was less than two-thirds of 
the amount required to maintain an adequate inventory of proven reserves. To 
a major degree, the deficit of capital spending reflected the regulation of the 
price of natural gas. That control has severely restricted the generation of 
capital funds and has damaged the incentive to employ the capital that was 
available. In effect, the regulation has prevented achievement of the stated ob 
jective of the Federal Government when it first imposed oil import controls 
more than a decade ago.

At present, there is no basis for expecting the petroleum industry to raise its 
level of capital spending. The industry is experiencing a shortage of capital and 
is likely to be highly selective in terms of where and how it employs what it 
has. Until it is provided with some additional economic incentive, the industry 
probably will go on spending at the rate that has prevailed in recent years. If 
it holds to that rate until 1985, the total outlay devoted to the search for more 
petroleum will amount to 75 billion dollars.

And the industry could be expected to find only half as much petroleum as the 
nation will need in that period. Under those circumstances, the United States
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would be able to satisfy from domestic sources only 50 per cent of its oil re 
quirements and no more than 55 per cent of its needs for natural gas.

Mr. ULLMAN (presiding). Mr. Burleson.
Mr. BTJRLBSON. I wish to compliment the gentleman on a very able 

statement, and to associate myself with his remarks. I don't think he 
speaks from bias. I think he speaks from knowledge.

I am wondering if you have had occasion to see preliminary figures 
on the census in your district or any place in Oklahoma, where the 
basic economy is oil and mostly from the independent producers.

Mr. EDMONDSCKN. Yes, sir. I happen to have those preliminary fig 
ures in my pocket.

Mr. BTJRLESON. Just generally have you observed a decrease in 
population in areas where the basic economy is oil ?

Let me say in mv district, in every area where oil is the basic econ 
omy, we have had a rather radical decrease in population, which 
speaks for itself.

Does the gentleman have figures on his district or any other areas of 
Oklahoma ?

Mr. EDMOKTDSON. Looking at the figures for the 17 counties in my 
district, there are significant losses in several counties that are largely 
dependent upon oil production for their economies.

I would have to say, in all honesty, though, that we have several 
counties that have pretty healthy oil production situations and where 
there has been a population gain. So it is not a clear picture in the 
district that I represent at this time. But there are significant losses 
of population in Nowata County, which is almost entirely a water 
flood stripper well operation.

There is a small loss in population in Washington County, which 
has quite a bit of oil production.

Okmulgee County, which is a county of considerable oil and gas 
production, has also had a substantial population loss.

All of those are instances bearing out what the gentleman has said 
in that regard.

Mr. BTJRLESON-. If anything was done to reduce the price of crude 
oil at the source of production, there is no question but that this situa 
tion would worsen.

Mr. EDMONDSON. I think that is right.
Mr. BTTRLESON. The gentleman referred to a couple of items in the 

Wall Street Journal. I wonder if one of them was on Januarv 12 of this 
year by Roger Benedict in an interview with Mr. Walter J. Levy. Is 
that ono of the articles to which you referred ?

Mr. EDMTJNDSON. I didn't refer to that one, but I am, I think, 
familiar with the article the gentleman is speaking about.

Mr. BTTRT.ESON. You know Mr. Levy as one of the foremost oil 
economists in the whole world. That is not my opinion. He is con 
sidered that. The Government relies on him for consultations, for his 
advice.

In this interview bv Mr. Benedict, there are some very interesting 
conclusions that Mr. Lew has stated. One of them is that he foresees 
a substantial reduction in exploration for both oil and natural gas 
in the United States resulting from any decrease in U.S. crude 
prices.
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I think that that, coming from an authority of that sort, is very 
important. I ask unanimous consent that the article be included in 
the record at this point.

Mr. WATTS (presiding). Without objection it is so ordered.
(The article referred to follows:)

[From the Wall Street Journal, Monday, Jan. 12, 1970]

UNITED STATES SWITCH TO OIL TARIFFS COULD TRIGGER WORLD-WIDE PEICE RISE,
TOP ANALYST SAYS

(By Roger W. Benedict)
NEW YORK.—The proposed substitution of tariffs for U.S. oil import quotas 

would "run the risk" of becoming "an immediate political trigger" for increases in 
foreign oil taxes that could raise the world-wide cost of oil 50 cents to $1 a barrel.

That's the assessment made during a rare interview by Walter J. Levy, who's 
generally acknowledged to be the dean of the world's oil economists.

Mr. Levy is frequently consulted by the State Department, governments of both 
oil producing and consuming countries and by international and domestic oil 
companies.

The Cabinet Task Force on Oil Imports has voted in favor of using a tariff 
mechanism to control the flow of lower-cost foreign petroleum into the U.S. How 
ever, any changes must be approved by President Nixon. On Friday, White House 
press secretary Ronald Ziegler said the task force report isn't expected to be 
submitted until the end of the week or afterward.

He asserts that he has built his business through a reputation for objectivity, 
and so usually has avoided publicly stating his views. But he says he's opposing 
the tariff proposals because he's convinced they pose serious dangers.

Mr. Levy forecasts a serious impact on the oil industry and an "administrative 
nightmare" for the Government if a tariff system is effected. But he says its direct 
economic effects probably would be stretched over many years. By contrast, he 
asserts, the political impact of the tariffs on foreign oil producing countries could 
be immediate and could bring serious economic consequences.

Should the U.S. impose a $1.20 to $1.40-a-barrel tariff on Eastern Hemisphere 
crude and somewhat less on Venezuelan oil, the world's major producing nations, 
acting in concert through the Organization of Petroleum Exporting Countries, 
might well demand increased taxes of 50 cents to $1 a barrel, Mr. Levy contends.

OIL EXPORTERS SEE INEQUITY

The taxes and royalties received by OPEC governments at present range from 
80 cents to $1.05 a barrel, Mr. Levy says. But they believe this take is "too low," 
he states. Middle East and North African nations, he says, complain their rate is 
"inequitable" when compared with the up to $5 European governments make per 
barrell on the same oil in excise and turnover taxes. Venezuela, he adds, complains 
that it doesn't receive the about $1.40 a-barrel value of a U.S. import quota for its 
oil.

In past negotiations, Mr. Levy says, oil companies have successfully countered 
such arguments by contending that it is European consumers who are burdened 
with those tax payments to their own governments, and that U.S. refiners are 
forced by competition to pass on to U.S. consumers benefits of oil import quotas.

But, declares Mr. Levy, "Should the U.S. Government plainly and openly obtain 
up to 50% more per barrel on foreign oil than goes to governments of the coun 
tries that produce that oil, that could be the immediate political pretext for what 
producing nations would call 'equitable adjustments' between the take of the 
'rich' U.S. Government and governments of 'developing' producing nations."

A 50-cent-a-barrel boost in taxes by the OPEC governments, says Mr. Levy, 
would reverse the respective receipts of the OPEC and U.S. governments on oil 
shipped here, since a price rise on foreign oil would reduce the American tariff a 
similar amount. A rise of 50 cents a barrel in foreign crude prices would increase 
world-wide oil costs "dramatically," he says; Japan's annual oil bill would rise 
more than $500 million, Germany's $375 million, Britain's $350 million, and costs 
to France and Italy $300 million each. A $l-a-barrel rise would double those in 
creases, he adds. Higher oil taxes would be passed on to consumers in the form of 
higher petroleum product prices, he says.
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ACTION IN CONCERT

Mr. Levy concedes that, due to intense competitions, nations have consistently 
failed in the past to act in concert on such proposals as restricting oil output 
to force prices higher, tmt, he contends, agreement could be reached on the issue 
of joint tax increases, given the political pretext of a U.S. tariff. OPBC states 
control too much of the world's output for consumer nations to have any choice 
but to pay the higher prices, he adds. Over the longer term,, he allows, such a 
price boost would, of course, stimulate exploration in non-OPEC countries and 
increased use of nuclear energy.

Tariffs, Mr. Levy asserts, would mean that oil matters would become a "direct 
government-to-government confrontation" between the U.S. and OPEO nations, 
losing the present "buffer" effect of the oil companies.

Proponents of the tariff program have contended that they could lead to lesser, 
rather than higher prices for foreign crude oil, and Mr. Levy concedes some 
producing nations might be tempted to cut their take to establish a U.S. market 
if the stakes were high enough. But, he asserts, even proponents of the tariff 
program agree that the share of U.S. oil allowed in from "insecure" Eastern 
Hemisphere sources has to be limited. This, he adds, makes it unlikely a price cut 
would have much appeal for producer nations. Iran, for example, he says, would 
gain only $250,000 a day from gaining a 250,000 barrel-a-day market for its oil 
in the U.S., while it could gain $1.5 million a day with a 50-cent-a-barrel tax boost.

Differential tariffs alone couldn't limit imports from specific areas of the world, 
Mr. Levy asserts. He says that production costs in the Middle East average only
10 cents to 15 cents a barrel, with no substantial cost of finding new oil, as exist 
ing reserves are so vast. By contrast, production costs average 55 cents a barrel 
in Venezuela, an estimated $1.20 in the U.S. and somewhat less in Canada, while 
there is "a substantial additional cost" to find new reserves to replace each barrel 
produced.

Tariffs might not even bring much, if any, benefit to U.S. consumers, Mr. Levy 
contends. He says that transfer of oil import benefits to the government, through 
tariff from the refiners, through quotas, would in effect, be a transfer from con 
sumers, as refiners have been forced to pass those benefits on to consumers. Quotas 
are currently worth $400 million to $500 million a year to refiners, he estimates. 
How much of the loss of such benefits would be offset by any decline in U.S. 
crude oil prices forced by the tariff levels, would vary widely from company to 
company, he adds.

Mr. Levy also foresees a substantial reduction in exploration for both oil and 
natural gas in the U.S. resulting from any decrease in U.S. crude oil prices.

Mr. BTJRLESON. Another thing he says is that going to a tariff system 
from quotas would mean that all matters would become "a direct 
government-to-government confrontation" between the United States 
and the OPEC.

OPEC, as you know, is the Organization of Petroleum Exporting 
Countries.

Here you would have an oil price fixing. Would the gentleman agree 
that to go to a tariff system, we are, in effect, going to petroleum price 
fixing all over the world?

Mr. EDMONDSON-. I would agree if we go to a tariff system and cou 
ple it with dependence of the U.S. market upon foreign sources that 
you will see price fixing with a vengeance and it will be price fixing 
that hits the American consumer very, very hard.

Mr. BTJKLESON. That is another point.
There has been a lot of propaganda about what foreign oil imports 

mean to the consumer. There have been round figures, as far as I know, 
pulled out of the air, of $5 billion, $6 billion, $7 billion, as if foreign
011 imports benefits would be distributed, I assume, among the con 
sumers of this country.

As a matter of fact, it would only accrue to the Government, whatever 
it was. It would not accrue any 'benefit to the consumer. They don't
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take into consideration, as far as I can tell from this task force report, 
the loss in revenues from a greater productive level in this country 
should greater incentives be offered.

Mr. EDMONDSON. This $5 billion savings is premised upon a $2 price. 
Yet the majority report, I think, makes it pretty clear that the step 
they are proposing is going to leave a $3 price in effect when you put 
the tariff on top of the price of the crude. At 30 cents a barrel it is not 
going to result in the level of saving to the American consumer that 
they are talking about.

Mr. BTTRLESON. If we became dependent on foreign oil imports in 
this country, prices in a few years on down the way could be increased 
by the exporters to this country at their will, could it not ?

Mr. EDMONDSON. It could, and it undoubtedly would.
Mr. BUELESON. Thank you, Mr. Chairman.
Mr. WATTS (presiding). Are there any further questions? If not, 

thank you very much, Mr. Edmondson.
Mr. EDMONDSON. Thank you.
Mr. WATTS. The next witness is the Honorable Silvio O. Conte.

STATEMENT OF HON. SILVIO 0. CONTE, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF MASSACHUSETTS

Mr. CONTE. Thank you, Mr. Chairman.
Mr. Chairman, I am grateful to you and members of this committee 

for giving me this opportunity to appear before you today, and also 
for including the subject of the mandatory oil import program on your 
agenda as you consider all the bills on foreign trade.

SUMMARY

I. A proper concern for national security—the only legal justification for 
imposing import restrictions—does not warrant the present severe import 
restrictions.

II. Present import restrictions cause great economic hardship to consumers 
across the Nation, and feed the fires of inflation.

III. Since the executive branch has failed to act, legislation is needed to 
expand, not restrict, oil imports.

I am here to speak against the program of import restrictions that 
has no economic foundation. The sole legal justification for the exist 
ence of the mandatory oil import program is that it be found necessary 
for reasons of national security.

After explaining briefly why the so-called national security argu 
ment is without foundation, I want to detail some of the severe eco 
nomic burdens the present quota system imposes and then speak in 
behalf of my bill which would provide for the gradual elimination of 
these restrictions.

NATIONAL SECURITY

Since national security is the only legal basis for the present quotas, 
it follows that, if national security can be assured without the manda 
tory oil import program, we can and should dispense with that pro 
gram and all of its adverse effects.

Let us acknowledge that our national security does require that two 
conditions be met: First, we must have enough domestic oil to meet
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the Nation's needs in time of crisis; and second, the industry must be 
capable of delivering it expeditiously.

First, then, what is the present state of our oil reserves and potential 
reserves ? How do they compare with our anticipated needs over the 
next several years and decades ?

One reliable estimate places our present underground oil supply at 
approximately 300 billion barrels now. Ten percent of this, or 30 billion 
barrels, is crude reserve—in other words, it is on tap. The remaining 
270 billion barrels have not even been touched.

It has been estimated that we will consume 50 billion barrels in the 
next 10 years. At that rate, we have, right now, enough oil for roughly 
the next six decades. Of course, the rate of consumption may rise, but 
with the newly discovered oil supply in Alaska's north slope, and the 
possibilities for extracting oil from shale, we are in no danger of ex 
hausting our domestic oil supplies. With sound planning and tech 
nological advances, we will have more than enough oil to meet our 
needs for the indefinite future.

Our only remaining concern, then, is that the domestic industry be 
healthy enough to meet increased demand in the event of a crisis cut 
ting off foreign supplies. This is really the heart of the matter, and, not 
surprisingly, it is surrounded by a dark veil of misunderstanding.

Let us suppose that import quotas were completely removed, so that 
the domestic industry had to compete in a free market. Crude oil prices 
would drop by about $1.25 per barrel. Would this decline wreck the 
domestic industry ? Far from it.

A free market would raise industry efficiency to a high level, elimi 
nating the least efficient producers who have been acting as a drag on 
the rest. With fewer wells, industry operating costs would be lower. 
Further, the need for market-demand, prorationing—which is now 
strictly a price-fixing scheme—would be obviated, and the remaining 
wells would produce at a faster and more profitable rate;

Although I think it is clear that an efficient domestic industry could 
handle our national petroleum needs in the event of crisis, let us con 
sider this question for a moment.

First, some of our imports—those from Canada and Mexico—are vir 
tually as secure as our own sources.

Second, it is highly unlikely that all of our import sources would 
ever be cut off at one time. For example, the Middle East crises of 1956 
and 1967 did not interfere with our sizeable imports from Venezuela. 
And we must not forget how heavily our Atlantic fleet relied on Vene 
zuela oil during World War II.

Indeed, the whole Atlantic Fleet was completely dependent on Vene 
zuelan oil in World War II.

While on the subject of Venezuela, I want to comment on the eloquent 
message we received yesterday in the joint session from the President 
of Venezuela. He reminded us that the assurance of a supply of .fuel 
from Venezuela constituted the best guarantee of availability of energy 
for decisive confrontations.

Yet. despite our great debt to this Latin American neighbor, the 
President pointed out that Venezuela's relative position in our petro 
leum, market has deteriorated in the last decade.

When we consider that Venezuela is the United States' third largest
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customer in this Hemisphere, and our ninth largest customer in the 
world, surely it is clear that our oil import policy must be changed.

A change in that policy will, therefore, not only benefit American 
consumers, but will also improve relations with a valued neighbor to 
the south which, in President Caldera's own words, seeks no special 
privilege, but asks only for just and nondiscriminatory treatment.

The third reason why our foreign supplies are not endangered is 
that stoppages of oil even from the less secure Middle East, although 
likely to occur, are not apt to last long. The reason is simply that eco 
nomic pressure will dictate otherwise. Middle Eastern nations need 
our dollars as much as, or more than, we need their oil.

These arguments have now, to a large extent, been adopted by the 
Cabinet task force on oil import control. Taking the most extreme 
situation imaginable, the isolation of North America from all foreign 
oil sources including Latin America—a situation none of us consider 
even remotely possible—the task force found that under its proposed 
tariff system, the United States and Canada could satisfy 92 percent 
of its demand for an entire year without any rationing. And with some 
slight rationing, all of our needs could be fully met.

And may I remind you, Mr. Chairman, this is the considered judg 
ment of the task force majority which included the Secretary of De 
fense, the Secretary of State and the Director of the Office of Emer 
gency Preparedness. Gentlemen, these are the experts. Surely none of 
these men could be accused of taking our national security interests 
lightly.

In reality, a true concern for national security suggests we should 
enlarge, not restrict, oil imports. To put it simply, it makes no sense 
to argue that the best way to assure open supply lines in time of war 
is to dry them up in time of peace.

In short, Mr. Chairman, national security is nothing but a charade, 
designed to mask the continuation of a program which serves only to 
obstruct competition and guarantee unjustifiably high oil prices.

ECONOMIC BURDENS OF THE PRESENT QUOTA SYSTEM

Mr. Chairman, if the record is clear that present restrictions are not 
justified for national security reasons, the record of economic hard 
ship it has imposed throughout the Nation is no less clear.

It is understandable that in the past some have thought the prob 
lems created were primarily regional in nature. Nowhere has the ad 
verse impact been greater than in New England. With slightly more 
than 5 percent of the population, we consume more than 20 percent 
of the Nation's No. 2 home heating oil. And 80 percent of New 
Englanders heat their homes with oil.

All members of the task force, including the minority, agree that 
greater imports of heating oil are required. The price situation is even 
more acute now in the wake of recently announced price increases.

But this is no mere regional problem. If there was any doubt about 
this in the past, surely there can be none today. According to the task 
force itself, the quotas now cost the consumer at least $5 billion 
annually in artificially high prices.

The recent decision to restrict Canadian imports, despite the unani-
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mous task force view that no foreign oil source is more secure, has 
caused hardship to many consumers in the northern Midwest. And 
recent remarks by the Canadian Minister of Energy, Mines and 
Resources, Mr. Greene, have made clear the severe strain this action has 
placed on our relations with our northern neighbors.

It has also been too little appreciated that the quotas have imposed 
their greatest burden on the gasoline consumers. They impose an addi 
tional nationwide cost of 3 cents a gallon and a total annual cost of 
about $3.5 billion for gasoline alone. If that situation were not bad 
enough, the major oil companies have now raised prices nationwide by 
1 cent per gallon. This will mean an additional billion dollar cost to the 
consumer.

But there are more than consumer costs involved here, Mr. Chair 
man. You will be hearing from a representative of the petrochemical 
industry who will tell you of the pressures that industry is facing to 
build abroad because of insufficient imports of petroleum feedstocks.

Finally, there is a severe shortage of residual fuel oil. This product, 
of course, is not controlled on the east coast so that recent price 
increases here are not directly traceable to the quota system. Perhaps 
the only answer here is to promote the construction of an east coast 
refining capacity.

But residual oil imports are restricted in the rest of the Nation. And 
recent demands for low sulfur residual oil to reduce pollution make 
it essential to make more of it available.

THE NEED EOK LEGISLATIVE ACTION

Despite the conclusion of his task force that present restrictions ai¥e 
not justified for national security reasons and its recommendation that 
these restrictions be reduced "immediately," the President has regret 
tably taken no action. When we consider the inflationary effects of the 
present quotas—effects noted by Budget Director Robert Mayo and Dr. 
Hendrik Houthakker of the Council of Economic Advisers who joined 
in the majority report—this inaction is inexcusable. 

• It has also convinced me, Mr. Chairman, that legislative initiative 
is now required. I don't think I need to add that I am not talking about 
the kind of response, suggested by my good friend and colleague 
George Bush and a few others, to make the presidentially-creatpd 
quota system part of our permanent legislation. I hope my remarks 
have made clear why such a step would be totally unjustified.

An interim step which would at least take us in the right direction 
would be to enact House Resolution 931 (identical to House Resolu 
tions 932 and 933), calling on the President to implement the rec 
ommendations of the majority task force report. This legislation which 
I introduced with Henry Reuss of Wisconsin and 61 of our colleagues 
from 20 different States,' has been referred to this committee. I strongly 
urge its prompt enactment.

The only long-range solution, however, is to eliminate all import re 
strictions. In May 1969, I introduced legislation (H.R. 10799, Jf.R. 
10800 and H.R. iOSOl), cosponsored then by 53 of my colleague to 
eliminate the quotas gradually over a 10-year period. More recently, 
I reintroduced that bill (H.R. 16779) with an additional 12 cospoii-
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SOTS. Simply stated, it would permit a gradual annual increase in im 
ports until all restrictions are ended.

I do want to announce here today, Mr. Chairman, that I now advo 
cate one major change in this legislation. I no longer feel that a 10- 
year transition period is required.

The task force itself, while favoring a tariff, advocated an end to 
quotas in 3 years.

In testimony before the Senate Antitrust and Monopoly Subcommit 
tee, Prof. Walter J. Mead of the University of California, an economist 
with great expertise in petroleum matters, urged a 5-year period.

I am now persuaded that a 5-year transition period is more than 
generous. While assuring fairness to the industry it will speed the 
day when all unjustifiable barriers to consumer relief are eliminated.

It ought not to be necessary to demonstrate that a return to the free 
market situation we had in 1959 is realistic. Indeed, the task force 
report itself, at paragraph 436 on page 138, acknowledged that our 
national security needs may well be satisfied without import restric 
tions of any kind, and recommended a study of stockpiling and other 
alternatives to assure adequate supplies.

Mr. Chairman, in conclusion, I urge this committee to give my 
legislation its most serious consideration. In his recent trade message, 
the President stated that:

American trade policies must advance the national interest—which means 
they must respond to the whole of our interests, and not be a device to favor the 
narrow interest.

I know of no better place to begin to respond to the President's 
challenge than to end this inequitable oil import program now.

Thank you.
Mr. WATTS. Thank you very much for your statement, Mr. Conte.
Are there any questions ?
Mr. Burke.
Mr. BURKE. Mr. Cente, in New England a few years ago, I recall we 

had a meeting of the New England delegation who were quite con 
cerned about the shortages of oil up there, and the fact that the dis 
tributors' tanks were empty. They were running out of oil.

What effect do you think it would have if we increased that quota 
to 150,000 barrels?

Mr. CONTE. I think that that would be very helpful. There is some 
talk now about releasing 35,000 barrels a day. This would be a drop in 
the bucket and wouldn't help us at all. The 150,000 barrels would be 
of some help. But I don't want the committee to gain the wrong im 
pression. I feel that the only answer here is to eventually do away 
with the quota system entirely.

Mr. BURKE. What effect do you think Machiasport would have on 
the problem of New England ?

Mr. CONTE. The Machiasport refinery would have a tremendous im 
pact. We have two cases here: One, if we could do away with the quota 
system entirely we would have no need for a free trade zone at 
Machiasport.

But if quotas are retained, a Machiasport refinery and a free trade 
zone would be very, very helpful for New England, and it certainly is 
deserving.
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Mr. BURKE. What do you think the effect of not implementing the 
task force recommendations is having on the New England situation?

Mr. CONTB. Well, it is only making the New England situation a lot 
more difficult for the consumer.

As I have mentioned in my statement, we have had several price in 
creases, and we are going to have further price increases.

As you pointed out very aptly, we have had some real shortages up 
there. We usually have these shortages in the winter months. We al 
most had a crisis last year. I had to go to the Oil Import Appeals 
Board and ask them to make emergency allocations to independent 
deepwater terminal operators to overcome that crisis.

It isn't bad enough that we are paying the highest oil rates in the 
United States in New England, but to compound that by,not giving 
the people the fuel to burn, I think is almost criminal. There is no 
rhyme or reason for it.

We got by without the quota system before 1959. The domestic 
oil industry was not wrecked because we didn't have a quota system 
before 1959. They operated very well. They made a lot of money 
very well. They competed well.

The only reason we got a quota system was because of the pressure 
that came from the Senate, from the then Senator Johnson from 
Texas and Senator Kerr from Oklahoma, the two leaders in the Senate.

That was the only reason why we got a quota system, not because 
the local or domestic oil industry was being wrecked. The ones who 
have suffered by this all have been the consumers, mainly in New 
England but now in the northern Midwest, due to the quota system 
now imposed on Canadian oil.

Mr. BURKE. It seems unusual that they are able to cut New Eng 
land down on their oil supplies and yet we find there is no urgency 
for quotas on shoes or textiles.

Can you picture an army without shoes or without clothing?
Mr. CONTE. As a Congressman from Massachusetts, the Brockton 

area, you have certainly been a great stalwart in this fight and led 
a very courageous battle.

We are getting it on both ends in New England. We are getting 
it by an influx of cheap shoes, textiles, and electronic products, you 
name it, from Japan, England, Italy 3 and other European countries, 
and at the same time we are getting it on the other end. If we could 
let more oil come in, this would significantly lower the price of doing 
business.

The price of doing business is higher now and at the same time 
they are meeting this cheap competition from overseas. There are 
two standards.

Mr. BURKE. Possibly we might get the oil people to support our 
request for voluntary quotas on shoes and textiles. They might be 
sympathetic on that problem.

Thank you.
Mrs. GRIFFITHS. Thank you very much, Mr, Conte. I could not 

agree with you more. Yours was a very refreshing statement. Why in 
the world we have been sitting here listening to oil producers tell 
us why the only oil coming into these United States should run 
through them is ridiculous. If it is going to come in, it should be 
competitive.
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Thank you very much.
Mr. CONTE. Thank you very much for that observation.
Mr. WATTS. Mr. Gibbons.
Mr. GIBBONS. Mr. Conte, I want to commend you for a very fine 

statement.
I want to say here on the record that I think you have been a 

leader in this, not only in the House of Eepresentatives, but in the 
entire Nation. I think you should be commended here publicly for 
the courageous stand you have taken and for the well-reasoned 
arguments you have presented.

Mr. CONTE. Thank you very much, Congressman Gibbons.
Mr. WATTS. Mr. Burleson.
Mr. BURLESON. Mr. Chairman, the gentleman from Massachusetts 

referred to the influence in the Senate of the then Senator Johnson and 
Senator Kerr in establishing the oil imports quota system.

Would you agree that Mr. Eisenhower and his administration was 
in power at the time the first oil imports program was adopted?

Mr. CONTE. Yes: there is no doubt about it.
Mr. BURLESON. Three Presidents have endorsed this policy.
Mr. CONTE. I heard you mate that statement before but there has 

never been a more stormy issue.
I remember when the late lamented President Kennedy was here 

and we went down to the Interior Department when Mr. Udall was 
Secretary of the Interior. We had some stormy hearings there. They 
finally did lift the restriction on residual oil, if you recall.

I think that had President Kennedy lived and had he been reelected, 
he would have done something about this because I know he had a great 
concern. He joined me—my memory takes me back to those days—he 
joined me in a petition to President Eisenhower to do away with the 
restrictions.

Mr. BURLESON. Then he got into a more responsible position.
I want to remind you it was the Eisenhower administration that first 

adopted the oil import program.
Mr. CONTE. It was a Democratic Senate. How could you get any leg 

islation through?
(The following statement was received by the committee:)

STATEMENT OF HON. HASTINGS KEITH, A REPRESENTATIVE IN CONGRESS FROM THE 
STATE OF MASSACHUSETTS

Mr. Chairman, I appreciate this opportunity to submit this statement in sup 
port of the oral testimony of my distinguished colleague and good friend, Con 
gressman Silvio Conte.

Competition is a fundamental principle of our free enterprise system econ 
omy. As a nation we have accepted it as our economic law because it reduces 
costs, spurs innovation, and benefits consumers and the public welfare. The 
oil industry, however, which prefers to have the public bear the burden of 
protecting the special interests of the industry apparently disagrees with this 
principle.

The heavy pressure exerted on Congress and the Administration by the oil 
industry is aimed at preserving an arrangement which has saddled our nation 
with an expensive, muddled and unseemingly complex of import quotas—quotas 
defended by no one but the oil interests through appeals to patriotism and fair 
Play.

But, I submit, how patriotic can any legislation or proclamation be when it 
unnecessarily increases the cost of living for the American public as well as
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the cost of government operations through inflated oil prices? And how fair 
Is a system which increases the load on American working families because 
of a special and unequal variety of tax advantages for the oil industry? Ob 
viously such favoritism is neither patriotic nor fair. On the contrary, it is a 
thinly disguised attempt to protect special interests at the expense of the 
public.

Mr. Chairman, there is no justification for the continuation of this system 
on the basis of previous administrations having ignored a rational economic 
policy. There is no justification to preserve this system even if the present 
administration fails to recognize that its plans to institute a mutually bene 
ficial trade policy with the world should be buttressed by a publically beneficial 
economic policy at home.

It would seem that signs of disappointment and consternation among a large 
segment of the public and industry in our Nation would be reaching the White 
House, especially after the release of the report of the Presidential Task Force 
on Oil Import Control last February. This Task Force, tinder the chairman 
ship of the distinguished Secretary of Labor, found that "the present import 
control program is not adequately responsive to the present and future security 
considerations."

The majority of the Cabinet members participating in the study made a devas 
tating case against the present quota system. It has, the report observed 
"spawned a host of special arrangements and exceptions for purposes essentially 
unrelated to national security, . . . imposed high costs and inefficiences on con 
sumers and the economy, and . . . led to undue government intervention in the 
market and consequent competitive distortions."

The cost to consumers runs to astronomical sums. Even the oil industry admits 
that the amount is; in the billions of dollars. My own state of Massachusetts, 
together with the other New England states, has not only been paying exhorbitant 
prices for oil products derived from some of our domestic production of oil, but 
it has also been denied some of the advantages available with the importation of 
low-sulphur content oils from Africa. With freer trade in petroleum products, 
we would not only benefit from lower costs of heating our homes during our 
long, cold winters but would also enjoy cleaner air the year around because 
of the lower concentration of pollutants in some of the imported residual oils 
used in the generation of electricity.

The economy of our region is so heavily dependant on residual oil that over 
half of our electricity is generated in plants using this product. However, only 
a quarter of our needs of residual oil are curently imported. As a result, our 
citizens are obliged to pay nearly a ransom on that imported tonnage besides 
being forced to accept for these quarters of our consumption the higher-cost 
residual produced domestically which is not always readily available.

Why should the Commonwealth of Massachusetts pay an estimated surcharge 
of $190 million annually because of the inefficiencies built into the present import 
quota program? Is it fight or fair that every man, woman, and child in my state 
has to lower his standard of living by about $25 a year only 'because nature had 
endowed other states of the union with oil that we don't have and the government 
does not allow us to buy in the open market at more competitive prices?

The inequities of this system are glaring and they are becoming increasingly 
intolerable to the citizens of the Northeast. Since the President has indicated 
that he will not act on the recommendations of a majority of his Task Force, this 
Committee and the Congress should act on the pending legislation to abolish oil 
import quotas.

Mr. WATTS. The next witness is the Honorable Laurence J. Burton 
of Utah.

STATEMENT OF HOW. LAURENCE J. BURTON, A REPRESENTATIVE 
IN CONGRESS PROM THE STATE OF UTAH

Mr. BURTON. Mr. Chairman and members of the committee, I ap 
preciate this opportunity to appear before your committee and discuss 
with you some of the problems relating to the impact of foreign im 
ports upon our domestic industries.
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I would like to preface my remarks before this committee, which has 
long been recognized as one of the ablest and hardest working in the 
Congress, with one observation.

Your discussions of the past few weeks have been in relation to sub 
jects which affect the economy of all parts of our Nation. Yet, for the 
most part, those who have testified before the committee on the matter 
of imports have been predominantly from the eastern portion of the 
country.

It has occurred to me that it might be advantageous for this commit 
tee to consider holding field hearings in all areas of the Nation on 
matters of such vital interest to all Americans. I feel that this might be 
of signal use to you in gaining the information needed by this commit 
tee in writing what is some of the most far-reaching legislation con 
sidered by the Congress.

People who are intensely interested in and affected by foreign im 
ports of steel, textiles, and other commodities cannot always travel 
to Washington to make their viewpoints known.

Today, for instance, my remarks are directed primarily to the ques 
tion of steel imports; yet, my interest and my presentation is oriented 
toward the impact of these imports on the western steel market, with 
which I am most familiar.

I would, therefore, urge members of this committee to give serious 
consideration to the possibility of sending subcommittees into vari 
ous other areas of the Nation to gather the testimony of persons who 
are vitally affected by your deliberations. It has long been the prac 
tice of many committees of the Congress to hold such regional field 
hearings and such meetings might also prove of great benefit to you 
in your proceedings.

As I said earlier, my oral presentation to your committee today 
is based upon the impact of steel imports, particularly the impact 
upon the western market.

However, since there are also other areas of great interest to the 
people I represent, I would like to ask permission of this committee 
to also present a separate statement, to be included in the record of 
your committee deliberations, dealing with the question of imports 
of mink, beef, and textile products.

Mr. WATTS. Without objection, it will be put in the record.
Mr. BURTON. In the steel industry nationwide, the voluntary import 

pledges approved by foreign producers appear to be working. How 
ever, there are some exceptions to this, particularly in the western 
steel market. This is a matter of grave concern to me and to the people 
in my district.

Steel market analysts are predicting that steel tonnage from over- 
Seas, principally from Japan, into the western steel market will hit a 
new record of 3 million tons in 1970. If these predictions prove to be 
correct, this would represent an increase of 100,000 tons over the 1969 
import figures.

For the steel industry in my home State of Utah—the Geneva works 
of the United States Steel Co., a plant located near Provo— 
this would in effect, represent the loss of any potential for growth.

Let us look at some figures to illustrate my point. In 1968, the total 
western market was 10.5 million tons. That is consumption. Foreign

46-127—10—pt. 9-
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imports accounted for 2.8 million tons of this total, amounting to 
about 26 percent. This left domestic producers an available market 
of about 7.7 million tons.

The forecast for 1970, as near as I can determine, is for a total 
market of 9.5 million tons. Foreign imports, if they continue un 
checked, should swallow a 3-million-ton slice of this pie. This would 
leave an available market for domestic producers of about 6.5 million 
tons, compared with 7.7 million in 1968.

Traditionally, the Geneva works has supplied roughly 25 percent of 
the total western steel market for those products manufactured at 
Geneva—structural, plate, hot-rolled sheets, and tubular. But im 
ported steel, again mostly from Japan, has now grown to a point that 
it feeds approximately 29 percent of the total western steel market, 
cutting into Geneva's share of the total market.

Thanks to exceptional individual and team performance by Geneva 
employees to meet this challenge from overseas, the plant roughly has 
maintained preimport levels of employment and production. However, 
foreign imports have effectively limited, or erased, the growth po 
tential of this plant which is not only a vital part of the economy of 
my State, but an integral factor in the overall economy of the region.

Had Geneva 'been able to maintain its traditional share of growth 
in the western market for the products it manufactures—roughly the 
25 percent mentioned previously, it would have been able to increase 
its production and workforce by about one-third. This would have 
meant new jobs for approximately 2,000 persons at the plant and in 
its satellite mining operations. Such an employment increase in a 
basic industry in a State such as Utah would have been a tremendous 
boost to the overall economy.

In reality, however, to hold its same level of production over the 
years of import growth, and to maintain roughly the same level of 
employment, Geneva works has had to adjust and improve its produc 
tion facilities to supply local steel demands formerly met by eastern 
mills. It has taken superior performance by all concerned to do this.

The whole question of rising steel imports into the western market 
areas is of major concern, not only to Utah, but to other States in the 
region.

At present, the voluntary import quota pledges by the major steel- 
producing nations appear to be working. In most of the marketing 
regions of the country, imports are somewhat down from past years. 
This is, however, not the case in the western steel market, where the 
Japanese imports are potent market factors. While these quotas have 
eased the pressures in other areas, the problem has intensified in. the 
western region.

To alleviate this situation, I would recommend strongly that the 
steel imports be uniformly distributed on a regional basis. This would 
have the effect of avoiding major economic impact of a negative nature 
on any one area and, in particular, would have the salutory effect of 
bolstering a major market segment in the West.

This approach, in my opinion, should be taken whether we continue 
the practice of accepting voluntary quota pledges set by other nations 
or whether it becomes necessary to impose legislative restrictions upon 
the import of commodities into this Nation. Specifically, I feelj this 
approach must be applied to steel and pig iron imports.
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In addition, there is one other matter to which I would like to draw 
your attention.

At this time, Japan's steel industry is interested in bidding, and will 
bid, for the proposed 48-inch pipeline which, when and if approved, 
would bring oil from the new Alaskan fields to the shipping points. 
It is my understanding that Japan is in a particularly advantageous 
position because few, ii any, American firms are currently in a position 
to produce this size pipe. However, I have also had indications that 
some domestic producers might be able to gear up to compete with 
Japan in this undertaking.

A point which should be made in this regard is that Japan does 
not regard this particular market as being included in their present 
voluntary quota agreements. It is my strong feeling that, should the 
Japanese steel industry be the successful bidder for this project, that 
such steel should be included in that quota, thus freeing some portion 
of the market for domestic producers.

The problems created in the western steel markets by the concentra 
tion by Japan on this region raise concern among both management 
and labor. It is interesting to note that, in 1962, representatives of the 
United Steel Workers testifying before this committee disregarded 
the impact of foreign competition upon our labor force. However, in 
1968, again before this committee, union representatives came out 
wholeheartedly for limitation of imports.

In short, I firmly feel that there are compelling reasons for keep 
ing these imports within reasonable limits and distributing them 
equitably across the board so that no one marketing area, such as 
the western region, is unfairly hurt by the economic impact.

Again, thank you for the opportunity to testify today before your 
committee on something that is economically very, very important to 
the State of Utah and the region that she is part of.

(The prepared statement of Congressman Burton follows:)
PREPABED STATEMENT OF HON. LAURENCE J. BUBTON, A REPRESENTATIVE IN 

OONGBESS FROM THE STATE or UTAH
Two years ago I testified before the House Ways and Means Committee in 

support of measures to help protect domestic industries from the growing en 
croachment of foreign imports. Today, I find that unfortunately the situation is 
becoming incresingly worse, and something must be done immediately.

I have introduced legislation that will provide protection for our mink, 
lead and zinc, dairy, meat, steel, potash, textile and leather footwear industries. 
In each of these measures I have called for ceilings on imports and provisions 
that future penetration of our domestic industries be on a par with the increase 
in domestic consumption of the same product This might be 10%, 15%, 30%, 
40% or more of our market, depending on the penetration already achieved. I 
strongly suggest that Congress enact these and similar measures.

The history of failures during the past few years to control imports through 
measures and relief procedures like the countervailing duty law, the Antidump 
ing Act, and unfair trade practice provisions of section 337 of the Tariff Act with 
its "escape clause," proves their inadequacy and the need for more effective 
controls.

It is difficult for the industries in our nation and in the State of Utah to remain 
strong and healthy in the face of foreign competition that undercuts domestic 
producers through cheaper labor costs.

The notion that imports should be given priority over domestic production at 
the expense of our domestic industries and the jobs of our workers is wholly 
unjustifiable.
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We must respect what the businessman has tried to build through service, 
initiative, and many good long hours of hard work—only to have it all threat 
ened by what foreign firms can do for less money through the present quota 
system.

I think it is time that we begin concerning ourselves first with conditions here 
at home, and secondly with the welfare of our foreign competitors. I am not 
opposed to helping our friends abroad, but we must realize that there is no wisdom 
in helping others if we destroy our own people in the process—and this in some 
instances is what we are doing. We must change our present import policies to 
strike a happy balance between our own self-interest and that of our neighbors. 
At the present time there is little or no balance (at all insofar as many industries 
are concerned.

Unless something is done soon to keep the imports within reasonable limits,
-not only will many domestic industries find no other recourse but to go out of
business, but also there will be a bitter reaction among manufacturers, growers
. and producers who are being injured, as well as labor. I might add parenthetically
that we welcome the conversion of the latter to our point of view. This conversion
is evidenced in the policy of the United Steel Workers who in 1962 before this
Committee disregarded the impact of foreign competition on our labor force, but in
1968 again before this Committee came out wholeheartedly for limitation of
imports.

Until such time as foreign producers recognize that we will protect our vital 
industries, their investment <and the thousands of workers dependent on viable 
industries, it is essential that reasonable restraints be placed upon imports.

The immediacy of the problem can be seen if we look at a few statistics. These 
statistics reveal that the favorable U.'S. balance of trade has fallen 90% over the 
past four years, from $6.7 billion to $600 million. During the decade of the '60's in 
our total world trade, our exports increased 84.6% while our imports went up 
146.0%.

This is discouraging in itself. However, when you look at it in terms of com 
mercial competitive trade, our deficit is more like $5 or $6 billion. I mean by this, 
that since the Department of Commerce counts as dollar exports not only the 
goods that are given away or sold abroad at cut prices, but also those that we can 
export only because of our government subsidies, our total exports are incor 
rectly inflated. Moreover, we total up our imports on their foreign value rather 
than what they cost us when they arrive at our shores. The upshot is that because 
of these two factors our imports are undervalued by several billions of dollars a 
year, and at the same time the value of our exports is inflated, resulting in an 
incorrect picture of our balance of trade.

I have already testified about the impact of imports upon the steel industry. 
Now I would like to point out similar problems to other industries.

The U.S. has long been the world's major producer and consumer of mink fur- 
skins, but its relative importance has declined as both consumption and produc 
tion have increased at a faster rate abroad than in the U.S. The nature of the 
product and the demand for it, together with the method of sale (principally by 
auction), have facilitated the development of a world market and, therefore, 
a world price structure.

Mink imports have plagued the American mink industry to the point where 
over half of the mink ranchers in America have been forced out of business since 
1962. Just seven years ago, there were 7,200 domestic producers. Now there are 
approximately 2,500.

In the face of foreign imports, the price of mink pelts has fallen substantially. 
For most U.S. producers this price is below the cost of production. Hoping for 
relief, hundreds of mink farmers have put their production into storage and 
have subsisted on loans on those pelts at the extremely high interest rates now 
prevailing.

In 1968 imports of mink furskins totaled 4,477,751. This figure represents over 
half of the total mink used in America in that year.

Legislation that would stem the flood of mink imports while preserving a fair 
segment of the domestic market for foreign producers is necessary to compensate 
for the unfair advantages foreign producers possess. Low cost of labor, feed, and 
capital have resulted in a situation where producers in many nations can ship 
pelts to our shores at less than the cost of production in America. If legislation 
is not provided to protect the mink industry, it will mark the end of that industry 
in this country within just a few years.
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Prompt Congressional action is also needed to have the domestic textile and 
apparel industries from ultimate liquidation as a result of unchecked textile and 
apparel imports into this country.

The foreign share of the domestic textile and apparel market for cotton and 
wool textile products nearly quadrupled and tripled, respectively, between 
1958-69. Imports' market share of man-made fiber textile products increased 
more than one and one-third times between 1964-69.

Imports of textile mill products increased 114% between 1958-68, while exports 
remained constant.

The Secretary of Commerce, Maurice Stans, pointedly cited concern last 
September about the effect these imports have on the textile and apparel 
industries:

"If imports of textiles and apparel continue to grow at the present rate there 
could be a loss of 100,000 jobs a year in this country."

Textile-apparel unions estimate that increased synthetics and wool imports 
have wiped out 200,000 jobs since 1964. And these jobs largely are low-income 
workers whose skills, or lack of them, make them relatively unavailable to 
other industries.

The beef industry is also affected. The first quarter of 1970 has been unpre 
cedented shipments of frozen, lean meat into the United States from other 
countries. The total of 337.2 million pounds has run well ahead of previous 
years for this three-month period. If continued at this rate, the quota under 
law could be exceeded by October. That level is 1,098.7 million pounds.

In each of these instances cited, the invasion of imports has been substantial, 
with no indication of relief in sight. Therefore, I believe it is imperative that 
we have legislation that would establish ceilings on imports and hold future 
penetration to a growth on a par with the increase in domestic consumption of 
the same product.

Foreign imports can cause problems for the entire community but they can 
also cause even more severe 'hardships for parts of the community. Many im 
ports of certain articles are concentrated in geographic regions of the United 
States, and the domestic industries in those regions should not have to bear the 
prices of these foreign imports by themselves. Reiterating the proposal I made 
earlier for the steel industry, the impact of these foreign imports should be 
shared throughout the entire United States on a per capita basis for all industries.

Public 'hearings which in the past have 'been only held in Washington could be 
extended to the different regions of the U.S. so that those intensely interested 
citizens affected by foreign imports who cannot always afford to travel to 
Washington to be heard, would be given this opportunity in their home areas.

The threats to our basic industries must be met with legislative solution during 
this session of Congress. I feel the proposals I have submitted offer a reasonable 
and restrained approach.

Mr. WATTS. We are delighted to have you before the committee. 
You have made a very fine statement. I think the committee is kind 
of conscious of what is going on.

Mr. BURTON. I am sure you are right.
Mr. WATTS. Are there any questions ?
Mr. Pettis.
Mr. PETTIS. Mr. Chairman, I wish to commend the gentleman from 

Utah for his very fine statement and associate myself with what he 
has brought to the committee today.

Mr. BURTON. I thank the gentleman.
Mr. WATTS. Thank you very much.
We are now ready to proceed to the witnesses who will testify on 

the administration's DISC proposal.
Before we call the first witness, however, I wish to have unanimous 

consent to have inserted in the record at this point a letter received 
by the chairman of the committee yesterday from Secretary of Com 
merce Maurice H. Stans, submitting some preliminary information 
on this subject.

Without objection, it is so ordered.
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(The letter referred to follows:)
THE SECRETARY OP COMMERCE,

Washington, D.O. 
Hon. WILBUB D. MILLS, 
Chairman, Committee on Ways ana Means, 
House of Representatives, 
Washington, D.O.

DEAR MR. CHAIRMAN : When I testified before the Ways and Means Commit 
tee on trade legislation on May 12 the Treasury Department's Domestic In 
ternational Sales Corporation tax deferral proposal was at the same time be 
ing submitted for the Committee's consideration. I restricted my comments 
to those trade issues on which I knew the Committee was awaiting my views, 
hoping that the Committee would permit me to comment later on the DISC 
proposal.

As the Committee is hearing testimony on the DISC on Juae 4, I am sub 
mitting some perliminary information to you at this time. The Committee 
should be informed that in recent weeks we have heard from a substantial 
number of firms, large and small, covering a broad spectrum of industry, as 
well as important trade groups, and that the comment is overwhelmingly in 
strong support of the proposal. Their conclusions, with which I agree, are that 
the DISC mechanism would make it possible for firms to secure significant 
export increases and to retain markets in the face of rapidly strengthening 
foreign competition already enjoying favorable tax treatment. They further 
conclude that the availability of DISC benefits would often be a critical factor 
in deciding in favor of expanding domestic operations rather than locating 
plants abroad. The key point, I believe, is that DISC can be expected to re 
sult in major gains in exports wtih consequent increases in jobs for Amer 
ican workers.

Particularly notable among the comment I have received from business lead 
ers and trade organizations is the report of the Tax Action Committee of the 
National Export Expansion Council on the DISC proposal, which I am en 
closing. That Committe, consisting of corporate heads, tax and accounting ex 
perts and other business leaders, constitutes an outstanding and exceptionally 
knowledgeable group in the field of taxation of international business operations. 
It has examined the mater of tax relief for exports intensively over the last 
several years and had concluded in early 1966 and again in late 1968 that 
major legislative action was needed. This had also been a recommendation of 
the White House Conference on Export Expansion in late 1963. The DISC 
proposal is responsive to these recommendations, and the Tax Action Com 
mittee's strong endorsement of it was adopted unanimously by the National 
Export Expansion Council. I understand this Committee has already heard 
from the Council's Chairman, Mr. Carl A. Gerstacker, Chairman of the Board, 
Dow Chemical Company.

I plan to discus the DISC proposal more extensively with the Committee 
and hope that we may do so on the occasion of my testimony on textile trade 
matters later this month. 

Sincerely,
MAURICE H. STANS, 
Secretary of Commerce.

Enclosure.

EEPORT AND RECOMMENDATIONS OF THE ACTION COMMITTEE ON TAXATION OP THE 
NATIONAL EXPORT EXPANSION COUNCIL

The Action Committee on Taxation of the National Export Expansion Council 
•was originally organized in 1965 to study the effect of the existing tax structure 
and administrative policies of the Treasury Department on U.S. exports. The 
earlier reports of this Committee recommended, among other things, legislative 
action as follows:

1. To liberalize and simplify the requirements for obtaining tax benefits as an 
Export Trade Corporation.

2. To allow companies an extra incentive deduction for promotion exuenses 
incurred in overseas market development.

3. To provide a border tax on imports and a rebate on exports based on exist 
ing indirect taxes reflected in the cost of production.

4. To provide an additional capital allowance each year for equipment manu 
factured in the United States and used in producing goods for export Uiifortu-
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nately, no legislative action was taken on these recommendations. Late in 1969 
the Treasury Department announced a proposal which would permit the estab 
lishment of a domestic international sales corporation. (DISC) to handle export 
sales of U.S. manufactured products.

The Action Committee on Taxation of NBBC supports this proposal, subject 
to comments set forth later in this report.

Under the proposal, with certain qualifications, income derived from export 
activities could be accumulated in a DISC and income tax deferred so long as 
such income is invested in export-related assets. "Export-related assets" include 
loans by the DISC to domestic manufacturers for investments in export-related 
manufacturing facilities, inventories and research and development.

The Treasury proposal contemplates that strict section 482 standards will not 
be applicable to pricing arrangements between a DISC and its manufacturing 
parent and that special standards and safe-haven rules will be developed to 
permit the DISC to accumulate adequate profits for investment in export-related 
assets.

It is believed that the DISC concept has major potential for the preservation 
and expansion of exports, particularly if the accounting treatment of the de 
ferred tax liability will enhance per share earnings; and provided that realistic 
and simple rules for transfer pricing to the DISC are developed.

Accounting treatment which would permit reporting DISC profits without 
accrual of deferred tax liability would significantly increase the export incentive 
over that provided by a cash flow benefit alone. Such accounting treatment would 
permit a flow-through of before^tax profits of the DISC to consolidated 'book 
earnings reported to shareholders. This is the treatment accorded the earnings 
of most foreign sales subsidiaries. The operations of the DISC appear to be 
sufficiently similar to be accorded the same treatment.

However, it is strongly urged that the final rules and regulations with respect 
to DISC be framed in a manner that will support this conclusion.

The Treasury has said: "The sales of goods for export by a related domestic 
manufacturer to the DISC would be subject to a definitive allocation rule govern 
ing intercompany pricing. This rule would enable the DISC to earn a profit in 
excess of the profit which would be attributable to it under the existing rules 
governing allocation of profits between related companies." The definitive allo 
cation rule which would apply has not yet been spelled out.

The Committee believes that the parameters within which transfer pricing 
guidelines should he established should take into account the tax-structure com 
petitive position in foreign markets. Foreign countries rely more heavily than the 
United States on indirect taxes which are frequently rebated to the manufac 
turer. Some countries impose their income taxes on a territorial basis and tend 
not to tax export income at all. Others treat all or part of income from exports 
as exempt income through the route of special exemptions and deductions. 
Furthermore, some countries provide special subsidies such as grants for invest 
ments in manufacturing facilities and financing of exports at less than prevail 
ing interest rates. Thus, the combination of lower tax rates, rebates of high indi 
rect taxes, and exclusion of export income, as well as subsidies, creates a bias 
in favor of exports by many foreign countries and encourages foreign manu facturing by U.S. companies.

The obvious objectives of the DISC in promoting exports are the improvement 
in our balance of trade position and retention of jobs in this country. To best 
meet these objectives the Committee recommends that the Treasury Depart 
ment's export pricing rules applicable to the DISC be as broad as possible. Spe 
cifically, it is recommended that the pricing guidelines require no more than a 
transfer price based upon inventory costs or upon incremental or marginal costs 
plus a small profit to the manufacturing parent as a percentage of incremental 
costs. For this purpose, incremental or marginal costs shall mean the additional 
costs—direct and indirect—incurred in the production of an item for export

The proposed guideline for DISC pricing would, of course, be applicable only 
if it produced more DISC profits than would be the case if the regular section 482 
pricing rules were applied.

It should also be noted that retention of income by a DISC is limited by the 
requirement that the income of the DISC be invested in export-related assets in 
order that tax be deferred. If the pricing guideline suggested should produce 
more income in the DISC than it can invest in export-related assets, the income 
will be taxed currently. If all the income is Invested in export-related assets, it 
seems appropriate that tax be deferred.

It is the recommendation of the Committee that loans by a DISC to overseas
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manufacturing subsidiaries of the parent of DISC be permitted, with the restric 
tion that funds thus loaned, may be used only to finance exports of finished goods 
from the United States for resale abroad through the facilities of such an over 
seas subsidiary.

Similarly, it is recommended that loans to affiliated U.S. finance companies to 
finance U.S. exports should be permitted.

Memoranda issued to date satisfactorily respond to most of the questions and 
suggestions advanced by the Committee.

For example, the original requirements that at least 95 per cent of DISC 
income be derived from export sales and at least 95 per cent of its assets be 
export-related in order to qualify for tax deferral were far too restrictive. 
Modifications agreed to by the Treasury Department provide for deficiency 
distributions of non-qualified income and assets and, in effect, substitute a 70 per 
cent gross receipts rule for the prior 95 per cent rule, making the DISC proposal 
much more workable.

Similarly, the expansion of tax deferral benefits to commissions earned on 
export sales eliminates an inadvertent discrimination against exports handled 
through commission agents. Also, addition of expenditures for research and 
development and inventories to the list of export-related assets substantially 
increases the potential utility of the DISC.

It is anticipated that Treasury will define the term "U.S. exports" so as to 
preclude problems arising in those cases where some foreign made components 
are included in U.S. made products, or where assembly and packaging operations 
are performed abroad on products exported from this country.

Finally, the Committee has urged and the Treasury has agreed that expeditious 
ruling procedures must be provided so that companies which have reorganized 
their international operations and established DISC'S, and those which intend 
to do so, can obtain prompt answers to questions not anticipated in the regula 
tions. Availability of such procedures will simplify implementation and adminis 
tration of the DISC program.

However, the final recommendation of Treasury with respect to transfer pricing 
is an important open question.

Assuming an adequate solution of the transfer pricing problem, the Action 
Committee on Taxation strongly recommends that the National Export Expan 
sion Council endorse the DISC proposal and urge legislative action toward its 
enactment into law.

With enactment of the DISC proposal, it is anticipated that companies not now 
engaged in foreign markets would be motivated to enter the export business and 
that companies with existing foreign and export operations would expand their 
export efforts.

DISC could provide small- and medium-sized manufacturers with limited or 
no export sales operations with the necessary incentive for increased activity. 
This is particularly meaningful in light of capital requirements. At the same 
time, combination export managers, whether dealing on their own account or as 
agents for manufacturers who do not have their own export departments, would 
be in a position to use the funds available through deferred DISC tax treatment 
to augment their working capital, expand staffs, seek additional representatives, 
and lend to their manufacturing principals to expand facilities.

It is stating the obvious that benefits to American labor in the preservation of 
employment opportunities and the creation of new ones are inherent in the DISC 
proposal. The emphasis in the DISC proposal is to expand productive capacity 
and thus jobs. No incentive is included to expand manufacturing abroad either 
through owned subsidiaries or licensing arrangements. The support of organized! 
labor should be solicited.

It is possible that some companies, due to their particular circumstances, will 
not be able to take full advantage of the DISC proposal. However, there is noth 
ing in that proposal which would disturb their method of operation. Put another 
way, the DISC proposal offers only positive benefits and no detriments to present 
operations.

If the DISC proposal is enacted, it is important that the law be regarded as 
a permanent feature of the Internal Revenue Code.

'It has been suggested that the DISC proposal be enlarged to cover services 
performed for foreigners unrelated to exports and royalties from foreign licenses, 
payment for which constitutes a credit to the balance of payments. The Commit 
tee gave some preliminary consideration to these problems, but in view ot time- 
limitations was unable to reach any conclusion.

The Ways and Means Committee of the House of Representatives began hear-
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ings on the President's foreign trade proposals the week of May 11 and the DISC 
proposal ia being considered during those hearings. The Committee urges that 
members of the National Export Expansion Council seek an opportunity to testify 
on behalf of DISC at those hearings and that other organizations and individuals 
companies do likewise.

For the Committee,
MELVIN C. HOLM, Chairman.
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Mr. WATTS. The next witness we shall call is Mr. Donald H. Glea- 
son. 

Identify yourself for the record, and you may proceed.

STATEMENT OP DONALD H. GLEASON, CHAIRMAN, INTERNA 
TIONAL TAXATION SUBCOMMITTEE, NATIONAL ASSOCIATION OF 
MANUFACTURERS

Mr. GLEASON. Mr. Chairman and members of the committee, my 
name is Donald H. Gleason. I am vice president of finance of CPC 
International, Inc., formerly known as Corn Products, in Englewood 
Cliffs, KJ.

I appear here in behalf of the National Association of Manufac 
turers as a member of its taxation committee and the chairman of 
its international taxation subcommittee. The association is a volun 
tary organization of industrial and business firms, large and small, 
with members located in every State and representing the major 
part of manufacturing output in the country. My statement will deal 
only with the Domestic International Sales Corp. proposal (DISC).

The severe deterioration in the United States balance of trade and 
in the balance-of-payments position is symptomatic of the fact that 
American manufacturers are at a competitive disadvantage in many 
product lines in both foreign and domestic markets. This situation 
has 'been precipitated by a number of factors, including taxes which 
are, of course, an important factor of cost.

Many foreign countries have enacted tax laws with the objective of 
encouraging exports to the cost disadvantage of their competition, 
American and otherwise, both in the United States and abroad.

The imbalance in tax cost factors could be alleviated through 
affirmative action on the part of the United States in a number of 
different ways. For example, reductions could be made in the corporate 
tax rate as has been the case for Western Hemisphere trade corpo 
rations, the adoption of a capital allowance system, such as is the case 
in the United Kingdom. However, there are constraints on these 
approaches. Commitments to GATT may preclude tax reduction and 
a capital allowance system similar to that of the British does not ap 
pear to be feasible at this time.

On May 12, 1970, the Treasury Department presented to you the 
DISC proposal which promises to be a useful alternative. Its spe 
cific purpose is to increase exports by deferring, perhaps indefinitely, 
the U.S. tax on some part of profits from exports. The proposal 
accommodates the various constraints with which we are faced, 
and will, we believe, accomplish its stated purpose—the increase of 
exports.

The key to this result is pricing in the marketplace. As we all know, 
taxes are an important element of cost,. Of necessity, they have an im 
mediate ^bearing on selling prices. The DISC proposal will be of 
substantial help, particularly on low margin products and on prod 
ucts which are not now currently exported. The demand curves for 
many products exported, and indeed for many that are not, are suffi 
ciently elastic so that moderate cost decreases will expand quantities 
exported, more than proportionately, thus increasing total export sales 
to the l>enefit of the balance of payments.
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We believe that the net revenue loss, if the proposal is enacted will 
be significantly less over a period of time than the Treasury estimates. 
In measuring revenue effect, account is not taken of the revenue gain 
inherent from the increased domestic manufacturing activity that 
would be stimulated by DISC.

Recently, the members of the International Taxation Subcommittee 
of the NAM who are familiar with the DISC proposal were polled. 
The result indicated by a ratio of 3 to 1 their belief that DISC will 
increase overall American exports and by a margin of 2 to 1 that DISC 
will increase their own companies' exports. Consequently, the NAM 
strongly endorses the DISC concept.

The DISC proposal parallels, to a degree, a proposal made by 
Congressman Boggs some years ago in H.R. 5 of the 86th Congress. 
That proposal would have established, with appropriate constraints, 
the U.S. counterpart of the foreign holding company or base com 
pany form. Its thrust, as is DISC's was to provide a controlled de 
ferral of United States taxes on exports.

It differed in that it also provided a deferral mechanism for foreign 
earnings other than from exports. Because of this difference, and be 
cause of the then changing attitudes concerning foreign investments, 
H.R. 5 was not enacted. Instead, we have the enormously complex con 
cept of subpart "F" income, minimum distribution rules and other 
impediments. These portions of the Revenue Act of 1962 urgently need 
revision.

The key issue in the present inquiry concerning DISC, whether it 
will increase export business and stimulate United States employ 
ment, lies in the pricing considerations of international markets for 
exports. Anything that can be done to make our exports more com 
petitive is a step forward. We believe that a properly implemented 
DISC regime would be such a step.

I appreciate the opportunity of making these remarks, sir.
Mr. ULLMAN (presiding). Thank you very much, Mr. Gleason, for 

your very thorough testimony.
Are there questions ?
If not, we appreciate your appearance before the committee.
Mr. GLEASON. Thank you? sir.
Mr. ULLMAN. Our next witness is Mr. George S. Koch.
We are very happy to have you before our committee.
If you will identify yourself for the record, you may proceed.

STATEMENT OF GEORGE S. KOCH, CHAIRMAN, FEDERAL FINANCE 
COMMITTEE, COUNCIL OF STATE CHAMBERS OF COMMERCE; AC 
COMPANIED BY EUGENE F. RINTA, EXECUTIVE DIRECTOR
Mr. KOCH. My name is George S. Koch, and I reside at 57 Church 

Lane, Scarsdale, N.Y.
I am an attorney at law in New York and appear here today as 

chairman of the Federal Finance Committee of the Council of State 
Chambers of Commerce.

I am accompanied by Eugene F. Rinta, executive director of the 
council.

Mr. ULLMAN. We are happy to have you, also, Mr. Rinta.
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You may proceed.
Mr. KOCH. Our statement deals only with the Treasury's Domestic 

International Sales Corporation (DISC) proposal which we con 
sidered in a recent meeting of our committee. Since this is a new and 
highly technical proposal dealing with a special aspect of American 
business, many of the council's member State chambers of commerce 
could not endorse our statement until their members had had <an op 
portunity for study and a better understanding of the proposal.

SUMMARY
1. Revision of the U.S. tax rules relating to foreign source income is an essen 

tial action for long-term improvement of our foreign trade balance.
2. The Treasury's DISC proposal should provide a significant incentive for 

export sales expansion and is supported.
3. Provisions in the proposal setting limitations on a DISC'S profits are so re 

strictive as to seriously impair its incentive purpose. The 4 percent of sales alter 
native should be increased. Under the "50 percent of combined taxable income" 
alternative the taxable income should be determined, for the purpose of sim 
plicity, by deducting from sales only tlhe cost of goods sold rather thian cost of 
goods sold plus allocated portions of other costs of the rel'ated manufacturer. If 
necessary for revenue reasons, the 50 percent figure could be reduced.

4. Under the deficiency procedure in the proposal provision ishould be made 
for consent dividends taxable to the stockholder of the DISC instead of re 
quiring cash dividends.

Mr. KOCH. The statement does, however, represent the view of the 
Council's Federal Finance Committee, whose membership includes rep 
resentatives from all of the 31 member State chambers in the Council.

Also, we have listed at the end of this statement those State cham 
bers which have already expressed their endorsement of our commit 
tee's views.

Over the past decade, we have frequently expressed our concern 
about the recurring large deficits in the U.S. balance of payments. 
And had it not been for our foreign trade surpluses, the international 
payments deficits would have been much larger. But, as Secretary of 
Commerce Stans pointed out in these hearings, our trade surpluses 
have shrunk from an annual average of $5 billion in the 1960-67 
period to about $1 billion in the last 2 years.

We believe that revision of the United States tax rules relating to 
foreign source income is not only a desirable but also an essential 
action for long-term improvement of our foreign trade balance. Ac 
cordingly, we commend the Treasury for advancing the DISC pro 
posal. We would prefer a more direct income tax incentive than the 
DISC approach but we recognize the obstacles posed under compliance 
with the GATT rules. On the other hand, the DISC proposal should 
provide a significant incentive for expansion of export sales.

There is no basis, to our knowledge, other than a comprehensive 
survey of present and potential exporters, for estimating the addi 
tional export sales that would be generated by the DISC proposal 
or by any other tax incentive. Secretary of the Treasury Kennedy 
indicated an increase on the order of about $1 billion a year. This 
might be too high or too low an estimate, but we are inclined to be 
lieve the latter.

Effective deferral of tax on the portion of export sales income allo 
cated to a DISC would tend to expand export sales in two rather
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obvious ways: First, it would, in many instances, make possible price 
adjustments to meet foreign competition in. overseas markets. Second, 
we are confident that it would bring actively into the export field 
many firms which are not now seeking foreign markets for their 
products. In this latter connection, we were impressed by a comment 
of Secretary Stans in his presentation to your committee. He said:

We have stepped up our efforts to encourage United States industry to 
export more of its products. We feel that the potential of American business 
to sell abroad ia being only partially realized, with many firms unaware of the 
profit possibilities and opportunities to broaden their markets by exporting.

There can be no doubt that an export tax incentive would be a great 
selling tool in the hands of the Department of Commerce in their 
efforts to encourage businesses to enter foreign markets. Also, it would 
persuade others who have considered but rejected such action to take 
another look.

COMMENT ON SPECIFIC PROVISIONS OF DISC PROPOSAL

We commend the Treasury for the basically fair approach outlined 
in the DISC proposal. Once legislative language has been prepared, 
we shall be pleased to comment and offer any suggestions which we 
then fesl may be helpful in making the DISC an effective export sales 
incentive. In the meantime, we suggest the following with respect to 
two provisions in the Treasury's proposal:
Limitation on DISC profits

The Treasury has indicated that limitations would be established by 
regulation as to the profits that could be earned by a DISC in cases 
where it purchases from, or acts as a commission agent for, a related 
manufacturer. As long as the income of the DISC does not exceed the 
amount determined under both of two alternative formulas, no alloca 
tion would be made for limitation purposes and the income could be 
deferred.

Under one alternative, the DISC could not realize income in excess 
of 4 percent of its sales plus 10 percent of the export promotion ex 
penses incurred by it. In our committee deliberations, we considered 
a percentage of sales allocation to the DISC, and we felt that 15 per 
cent would be a reasonable amount. We feel that 4 percent is so small 
that it would seriously impair the incentive purpose of the proposal.

Under the other alternative, the DISC could not realize more than 
50 percent of the combined taxable income from manufacturing of the 
product and its sale by the DISC, plus 10 percent of the DISC's export 
promotion expenses. The taxable income would be determined by 
deducting from sales the cost of goods sold plus allocated portions of 
other costs such as selling expenses, general and administrative ex 
penses, research and development, and interest expense.

We support the alternative method of allocating to the DISC 50 
percent of the combined net income determined by deducting from 
sales the cost of goods sold which would be determined on the same 
basis as the manufacturer's uncontrolled sales. We do not, however, 
believe allocation of deductions should be made for the other ex 
penses of the manufacturer as proposed by the Treasury. The required
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apportionments for these other expenses would unnecessarily compli 
cate the profit determination for the DISC and could be virtually a 
section 482 type allocation which the Treasury said it seeks to avoid. 
If for revenue reasons an allocation of 50 percent of the net of sales 
and cost of goods sold is unacceptable, it would appear to be better 
to allow less than 50 percent to the DISC rather than to require the 
complicated allocation of the manufacturer's "other expenses."
Deficiency Distributions

The Treasury proposal provides for a deficiency distribution pro 
cedure in order to prevent disqualification of a DISC. We believe that 
a deficiency distribution would be an appropriate method of prevent 
ing disqualifications, but we suggest that the purpose could be ac 
complished with consent dividends as is provided in section. 565 relat 
ing to foreign personal holding companies. This would make the stock 
holder taxable on the deficiency distribution without requiring the 
actual transfer of cash by the DISC. The benefits of the consent div- 
dends procedure would be simplicity and maintenance of working 
capital by the DISC.

CONCLUSION

In summary, we believe that a provision such as DISC should be 
approved by your committee. It would, unfortunately, add another 
inevitable complex provision to our Internal Eevenue Code, already 
overburdened with complexity.

But the provisions of GAIT, together with the structure of our 
tax laws, leaves us no apparent alternative. For example, if our tax 
laws had followed the principle of territoriality, as many have sug 
gested in the past, we would not now be faced with this problem. 
Moreover, we would have avoided all along the adverse impact of our 
tax policy on the balance of payments so far as exports are concerned.

Mr. ULLMTAN. Mr. Koch, we appreciate your testimony. Your spe 
cific recommendations will be very helpful to us.

Without objection, the list of participating members that you have 
submitted will be included with your testimony.

Mr. KOCH. Thank you, sir.
(The list referred to follows:)

Member State Chamber organizations in the Council which to date have en 
dorsed the views expressed herein are as follows: 

Alabama State Chamber of Commerce 
Georgia Chamber of Commerce 
Michigan State Chamber of Commerce 
Montana Chamber of Commerce 
New Jersey State Chamber of Commerce 
Ohio Chamber of Commerce 
West Texas Chamber of Commerce 
West Virginia Chamber of Commerce

Mr. UIJLMAN. Are there any questions ?
If not, thank you very much.
Mr. KOCH. Thank you.
Mr- ULLMAN. The next witness is Mr. Paul Seghers.
We are pleased to have you before us again, Mr. Seghers.
If you will identify yourself, you may proceed, sir.
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STATEMENT OP PAUL D. SEGHERS, PRESIDENT, INSTITUTE ON U.S. 
TAXATION OF FOREIGN INCOME, INC.

Mr. SEGHERS. My name is Paul D. Seghers.
1 appear today as president of the Institute on U.S. Taxation of 

Foreign Income, Inc., of New York.
We thank this committee for this opportunity to appear before you.
This institute is a nonprofit professional organization with 326 

members—tax executives, lawyers, and accountants, representing a 
great many of the multinational manufacturing corporations in this 
country. Over 60 percent of these members are located throughout 
the United States, outside of New York. All are united by a common 
concern regarding the economic success of the overseas commerce of 
this country. Taxes, domestic and foreign, constitute the heaviest ex 
pense of business today. We are concerned by the fact that since 1962 
the actual policy of this country has been to discourage foreign 
trade, even to penalize the export of U.S. products. That has 
been the actual tax policy. We hope that we see a light on the hori 
zon for a brighter day, a clearer vision on the part of those who wield 
the tremendous power to tax.

If you doubt that the present U.S. tax policy penalizes the export 
of U.S. manufactured goods, you are urgently requested to satisfy 
yourself on this point. Once you have found the statements made to 
be correct, we believe you will agree that this DISC legislation de 
serves immediate, high priority, favorable action by your committee.

If you have any questions, perhaps I could answer them to your 
satisfaction.

This institute comes before your committee to support proposed tax 
legislation which -would stimulate, rather than penalize, the export of 
U.S. manufactured products. Your committee is fully aware of the 
urgent need for an increase in such exports and the benefits to labor, 
to business, and to the people of this country, which would result 
from an increase in exports. Deferral of U.S. taxes on income from ex 
ports of U.S.-manufactured products, to the extent and during the 
time such income is used to finance exports, is desirable and would be 
effective in increasing exports. Such deferral would cost the Treasury 
little immediate, direct, visible loss of cash tax revenue and would af 
ford far greater compensating benefits to the economy of our country. 
Only deferral of U.S. income tax is involved—not exemption.

Every dollar of export sales increases our national wealth and our 
favorable balance-of-trade position by $1, whereas the pennies 
of tax imposed on the income included m that dollar of sales do not 
increase our national wealth by one penny, but can only shift income 
from the hands of business to the Treasury, often with the result that 
there is no export sale—no profit—no taxes—and no benefit to anyone 
in the United States.

THE TREASURY'S "DISC" PROPOSAL

The issue is whether Congress should enact the Treasury's proposal 
to authorize a "Domestic International Sales Corporation"— 
"DISC"—to increase the export of U.S.-manufactured goods and other 
products.
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Three questions are vital:
1. Would DISC substantially increase U.S. exports?
2. How much immediate, visible loss and actual net loss of tax reve 

nue would result from enactment of the proposed DISC legislation? 
And

3. Would the benefits resulting from DISC be worth the cost ?
1. Would DISC substantially increase exportsf

The basic question is: Would DISC greatly increase U.S. exports 
of manufactured goods and other U.S. products?

In our testimony during the hearings on what became the 1962 
Revenue Act, we strongly opposed the enactment of subpart F and 
forecast that, if enacted, it would be detrimental to exports and worsen 
our balance-of-payments position. It is no coincidence that subsequent 
events have proven our forecast to be correct. Section 954(d) of the 
Internal Revenue Code—added by the 1962 act—has deterred many 
U.S. manufacturers from entering the export field. It has resulted in 
reducing the amount which otherwise would have been exported by 
other manufacturers, then and now actively engaged in the sale of 
their products overseas.

We have a great deal of evidence that DISC would increase U.S. 
exports and prevent decreases in exports. An actual recent incident 
shows how even the hope of enactment of the DISC proposal has al 
ready prevented—or postponed—one decrease in U.S. exports. A 
multinational U.S. corporation exports a large amount of its products 
from the United States and also manufactures in foreign locations 
where, on balance, it is more economic to do so. It was about to open a 
new manufacturing plant in a foreign country. In view of the prospect 
of enactment of DISC, however, these plans have temporarily been 
shelved and will be dropped if DISC is enacted. Whenever there is 
only a small margin of profit, whether the goods are manufactured in 
the United States or abroad, a deferment of U.S. tax on that profit can 
be sufficient incentive to tip the scales in favor of U.S. manufacture.

Prior to 1962, a company organized in Panama to service U.S. manu 
facturers had little difficulty in convincing them of the advantages of 
the tax deferral then available to them. Many U.S. manufacturers were 
thus led to embark upon the export of their products. At first, most 
of the beginners used the triangular indent procedure—nothing passed 
through Panama except the shipping documents, invoices, and other 
papers connected with the shipments made by these U.S. manufac 
turers directly to foreign buyers—principally in Latin America. These 
U.S. manufacturers were then shown that they would benefit, eco 
nomically as well as taxwise, by shipping their products to Panama 
and reshipping from that point to foreign buyers. This led to ware 
housing of bulk shipments in Panama, where the goods were rebilled, 
and often repackaged, for shipment, generally by air, to foreign buyers. 
This in turn led to setting up establishments in various other coun 
tries to promote sales and handle imports of U.S. products and their 
distribution. U.S. manufacturers using Panama as a base for distribu 
tion of products abroad were generally relatively small. However, the 
trend toward exports as a means of increasing sales led many large 
U.S. manufacturers to expand their overseas operations greatly, "with 
consequent benefit to U.S. exports and to the U.S. balance of payments..
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This has resulted in increased sales of equipment as well as products 
to and through foreign establishments, and the receipt of dividends 
from foreign subsidiaries.

The trend to exporting through Panama was snowballing, when it 
was suddenly checked and largely destroyed by the enactment of sub- 
part F in 1962. That result was intended, on the theory that use of 
such tax haven corporations should be prevented. The Treasury at 
that time resolutely refused to define what it meant by "tax havens'1 
or to spell out where our economy was harmed by the use of "tax hav 
ens" to sell U.S. products abroad.

Our decreasing ability to compete in foreign markets is due to many 
causes, but the evidence indicates that, if subpart F had not been 
enacted in 1962, the United States would now be exporting more U.S. 
products and foreign tax rates would not be as high as they are.

That is an important point which is not often mentioned but the 
effect of our tax legislation on foreign income tax rates has been quite 
substantial.

To prove the correctness of these conclusions would be beyond the 
scope of our ability. However, these were our conclusions when the 
1962 legislation was under consideration and nothing that has oc 
curred and nothing that we have learned since then has changed our 
view.

The use of "tax havens" prior to 1963 did defer payment of pennies 
of U.S. tax on the pennies of profit in each dollar of U.S. export 
sales. It would seem that making the export sales was of greater 
benefit to our country than the immediate collection of U.S. tax on 
such income. Furthermore, the methods then in use by U.S. businesses 
made possible positive sayings in foreign income taxes. This resulted 
in a greater amount of income taxes eventually being collected by 
the U.S. Treasury.

The use of a domestic DISC would afford some of the advantages 
U.S. exporters could obtain prior to the 1962 act by the use of a 
Panama corporation. That procedure would be more acceptable to 
the Treasury and probably would also be more acceptable to the 
Congress. That is, the use of a domestic DISC rather than a foreign 
corporation.

If we were not convinced that DISC would greatly increase ex 
ports of U.S. manufactured goods and other U.S. products, we would 
not advocate its enactment. There are other measures we could advocate 
not advocate its enactment. There are other measures we could 
advocate, such as the amendment of Internal Revenue Code section 
954(d) so that it would no longer constitute a penalty on the export 
of U.S. products.

Appendix I to my statement mentions some of the other changes in 
addition to the DISC proposal which would help promote exports.

However, as DISC has received intense study from the Treasury 
and heads of U.S. business and has their support, we join in urging 
its adoption. In order to avoid confusion and concentrate our efforts, 
we will not raise the issue of these other measures at this time.

Neither will we discuss at this time the technical details of the 
DISC proposal. We will submit such recommendations to this com 
mittee before the bill leaves the hands of the committee.

46-127—70—pt. 9———6
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8. Visible loss and actual net loss of tax revenue ?
We are not in a position to offer any statistics regarding the tem 

porary, visible, or actual loss of tax revenue that would result from 
enactment of the proposed DISC legislation. However, we can point 
out that U.S. Treasury statistics show that only a small percentage 
of the tax computed on foreign source net income is actually collected 
by the Treasury after deduction of the foreign tax credit.

Statistics for 1962 were finally made public by the Treasury. They 
appeared in a supplemental report late last year. I understand that 
this committee has been unable in the past to obtain such statistics 
from the Treasury and they are still 8 or 9 years behind time.

If foreign income taxes were allowed only as a deduction rather 
than a credit, more than three-fourths of all income earned abroad by 
U.S. corporations or their subsidiaries would be eaten up by taxes. 
This would result in the destruction of U.S. foreign trade, and other 
economic consequences horrible to contemplate.

The majority of those who have considered the subject impartially 
believe that the indirect benefits flowing from an increase in exports 
of U.S. manufactured goods would produce substantial increased tax 
revenue from domestic sources, offsetting to that extent any temporary, 
visible loss of tax revenue to the U.S. Treasury which might result 
from the enactment of the proposed DISC legislation.
3. Would the benefits resulting from, DISC be worth the cost?

Every dollar of exports represents an increase in national wealth. 
If taxes are collected on the resulting income, that does not increase 
the wealth of the country by 1 penny; it merely takes money away 
from the producers and makes it available to others, but the sale does 
increase the wealth of the Nation. Furthermore, we are inclined to 
believe, even though we cannot prove, that the immediate, visible loss 
of tax revenue would be offset by other immediate increases in tax 
revenue resulting from the economic benefits of such increased exports. 
Furthermore, DISC would result in no ultimate loss of tax revenue, 
but would merely postpone the time for payment of taxes on DISC 
income.

CONCLUSION

After the members of this committee have carefully considered the 
foregoing, it is our hope that they may reach the same conclusion— 
that, if DISC is enacted, many U.S. manufacturers will be encouraged 
to actively engage in the export of their products and that it will have 
the effect of increasing the exports of those large corporations which 
now account for a large proportion of the total exports of U.S. manu 
factured goods. It is clear that this would greatly benefit labor and the 
economy of our country.

Many feel that failure to enact this DISC proposal would not only 
result in loss of these benefits but also have a very negative effect on 
U.S. manufacturers who might otherwise enter the export field or 
seek to increase export sales of goods manufactured by them in the 
United States.

Finally, the Treasury has suggested July 1, 1971, as the effective 
date for DISC. If the medicine is no good—pour it down the drain. 
But, if it is good—don't wait until the patient gets sicker before buying
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it. Our once-favorable balance of trade has almost passed away—it is 
very sick—DISC would help it recover—the sooner DISC is put to 
work, the better.

Finally, if I might read these other suggestions, I will be pleased to 
do so.

May I read them?
Mr. ULLMAN. You may read them; certainly.

Appendix I

OTHER AMENDMENTS OF INTERNAL REVENUE CODE WHICH TEND TO 
INCREASE EXPORTS

Mr. SEGHERS. IRC section 954 (d) imposes a direct penalty on the 
export of U.S. manufactured products. It has been successful in 
restricting exports and should be eliminated.

IRC section 367 should be amended to allow the same rights of 
appeal against findings of the Internal Revenue Service under that 
section as are now permitted with respect to all other provisions of 
the Internal Revenue Code. It is the one provision in the Code which 
denies a taxpayer any recourse to any court.

Foreign "added value" and similar taxes (if imposed by a foreign 
government at a rate of 10 percent or more) should be recognized as 
income taxes and allowed as such for the purpose of the foreign tax 
credit.

Foreign tax credit should be allowed for foreign income tax waived 
("forgiven") by foreign governments as an incentive for investments 
in their countries. Failure to allow this credit means that the amount 
of tax given up by the government of a less developed country in 
order to improve its economy, is eaten up by the U.S. Treas 
ury, thereby forcing the foreign governments to find other means of 
encouraging development of their countries. U.S. investment 
abroad brings home more and more income each year, and deserves 
to be encouraged, not penalized.

I thank this committee for the opportunity to appear before it today.
I hope some of the members of the committee may have some ques 

tions regarding the testimony which has been given.
Mr. ULLMAN. Thank you, Mr. Seghers. We appreciate the very artic 

ulate, succinct way in which you have presented your testimony.
Mr. CONABLE. Mr. Chairman.
Mr. ULLMAN. Mr. Conable.
Mr. CONABLE. I know Mr. Seghers to be an enthusiast but I am 

somewhat surprised at the extent of his enthusiasm over the DISC 
proposal which is actually tax deferral rather than tax exemption.

Do you really think it will make that much difference?
Mr. SEGHERS. I am convinced it will increase our exports. I am not 

convinced it is the best measure. I am supporting it because it is prac 
tical today.

Mr. CONABLE. You feel the practical thing is to support this ? Since 
it represents improvement in policy you are taking such an enthusias 
tic view of it, even though it is not basic change ?

Mr. SEGHERS. Yes. I am enthusiastic to see that there is some attempt
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now to recognize two basic facts—really one basic fact—that the 
country benefits from exports and that the benefit to be obtained is 
worth far more than the immediate cost.

I come back to the dollar of sales. One dollar of export sales brings 
home to this country, a dollar. The amount of profit in that dollar is 
relatively small. The amount of taxes is not more than half of the 
profit. Therefore, the benefit of bringing in the dollar is far greater 
than the immediate grabbing of that tax because if you do not get the 
dollar of sale you don't grab the pennies of tax. That has not been 
sufficiently recognized and I am happy to see that there now is 
recognition.

I repeat that I think this DISC proposal is good. I do not say it is 
the best but I do say that since it is proposed and supported by the ad 
ministration and by business—business is not entirely satisfied, no, 
but I think from a practical view that it is better to get this than noth 
ing. Confucious says, better a diamond with a flaw than a pebble 
without any.

Mr. CONABLE. One last question, Mr. Seghers, unrelated.
Do you expect the Treasury to strike any pay dirt in its current study 

of value added taxes ? Is this something on which you think we should 
anticipate any substantial (progress ?

Mr. SEGHERS. I have no idea what the Treasury will do. My guess is 
that it is not going to go for it because it will be thought of by most 
people as simply an added sales tax.

I believe firmly that a proper added value tax, properly devised, at 
a sufficiently high rate, could help exports very much, if treated as a 
border tax. But I do not see any efforts to get it. A value added tax 
would bring in enormous revenue. The country cannot stand an enor 
mous added tax burden.

The only way that an added value tax could be acceptable is as a 
substitute in part for the corporate income tax. Politically, I just can 
not see it. I think theoretically that as a practical matter, it would 
work, but I just can't see its acceptance.

Mr. ULLMAN. Mr. Gibbon would like to inquire.
Mr. GIBBONS. Mr. Seghers, do you believe that the tax deferral fea 

tures of the DISC proposal are more important to business and will 
increase exports more than the relief from section 482, the 482 rule 
that is in the proposal that is now before us ?

Mr. SEGHERS. The DISC proposal in relation to section 482 intends 
to substitute a formula. This, by the way, needs to be changed—the 
Treasury unfortunately did not work out a sufficient number of ex 
amples with varying rates of profits and ratios of expenses; I have 
some such examples with me to show that the words of the formula 
in their proposal do not conform to the intent expressed in their 
proposal.

Mr. ULLMAN. Mr. Seghers, would you present some further informa 
tion to the committee in this regard ? It would be helpful if you would.

Mr. SEGHERS. I would be pleased to do so. May I now finish my reply.
I think that we need some changes in section 482. I think the basic 

principle of section 482 is sound, that corporations should not be al 
lowed to shift income among themselves to the detriment of the Treas 
ury even where it represents only a temporary deferment of tax.
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Frankly, I do not have any specific recommendations as to the form 
that that should take but I will point out one thing. Dupont has ipend- 
ing right now in the U.S. Court of Claims a very large refund claim 
and points out to the Treasury that the Treasury is unable to apply or 
use its own section 482 regulations.

Section 482 regulations are not guidelines for taxpayers despite 
all the propaganda to that effect. Section 482 regulations are instruc 
tions directed only to the tax collector telling the tax collector how he 
is to recompute income if he finds that the income is not properly re 
ported. Those instructions are so impractical that when the Treasury 
attempts to get tax it uses them rather as a club than as an instrument 
for computing the proposed tax.

That is the issue in the Dupont case now before the Court of Claims. 
The Treasury has proposed very large taxes and has not followed its 
own regulations and I seriously doubt that it will be able to follow 
its own regulations in computing the tax.

Dupont is contesting it on the grounds that since the Treasury did 
not follow its own regulations, its assessment is improper and should 
he set aside. That leaves the Treasury the choice of either saying that 
the regulations don't have to be followed or attempting to compute the 
tax under the regulations and admitting that the computation it had 
made was not made in the right way although the result was right.

I don't know what is going to happen in that case. But if the 
Treasury can't use its own regulations, how is the taxpayer going 
to use them ? These regulations are not adapted to billing. Every time 
a shipment leaves this country it has to be accompanied by an invoice. 
It has to be entered in a foreign country. You have to price that in 
voice. The Treasury's section 482 regulations are devised to reprice 
that invoice several years later. The taxpayer has no guide as to how 
he should price. He only has a guide as to what the Treasury will 
attempt to do to him if he does not price to their satisfaction.

Mr. GIBBONS. I have one more question.
In your appendix, would you point out why section 367 tdoes 

not allow the taxpayer the same right of appeal? I frankly am not 
familiar with this. How did this get into law and what does it per 
tain to?

Mr. SEGHERS. Pardon?
Mr. GIBBONS. In your appendix I, you point out that section 367 

of the Internal Revenue Code does not allow the taxpayer the same 
right of appeal against adverse findings of the Internal Revenue Serv 
ice that are now permitted for all other provisions of the Internal 
Revenue Code? Why is this? Why did we do that to the taxpayer?

Mr. SEGHERS. Do you mean why was this enacted?
Mr. GIBBONS. Yes. When did it get into the Code ?
Mr. SEGHERS. I think it was the middle or early thirties. The idea 

Avas that the Treasury then had, and until quite recently still had, 
very little information about foreign corporations. It was really an 
in terrorem provision. It says: "You come in and tell us in advance 
about your proposed transaction or you will be deprived of any bene 
fits which you might otherwise obtain under other provisions of the 
tax law."

Those who joined me in the position I have expressed here today
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feel that the Treasury now is so fully informed regarding the opera 
tions of every foreign subsidiary or every controlled foreign corpora 
tion that it no longer needs to put a jpenalty on the failure to get 
advance clearance, that it would be satisfactory to give the Treasury 
the power to act under section 367 to attack a transaction as having 
been done primarily for tax-saving purposes, but to give the taxpayer 
an opportunity to appeal against that finding.

There are other provisions in the tax law which are intended to 
impose a heavier burden on an attempt to escape from tax, but the 
taxpayer can contest those.

The only provision in the entire bulky Internal Revenue Code from 
which the taxpayer has no appeal is a decision not to give him advance 
clearance under section 367.

Mr. GIBBONS. I thank the gentleman.
Mr. ULLMAN. Thank you very much, Mr. Seghers.
Mr. SEGHEES. Thank you.
(The following statement was received for the record:)

SUPPLEMENTAL STATEMENT OF INSTITUTE ON U.S. TAXATION OF FOREIGN
INCOME, INC.

COMPUTATION OF LIMITATION OF DISC PEOFITS
In the statement presented to your Committee on June 4th on behalf of this 

Institute we indicated that a modification of the percentage formula for com 
puting the allowable amount of DISC proflts might be desirable.

We present in the accompanying Exhibit I a comparison of the results under 
the formula shown in the Treasury's May 12th technical explanation of its 
DISC proposal, and a proposed formula (P) which seems to reflect more clearly 
the intent of that proposal.

Exhibit I shows computations for two cases—one for a DISC which has very 
low operating expenses and a very small write-up reflected in its sales (Case I). 
The other case (II) presents a situation in which the DISC incurs heavy selling 
expenses and sells at a high mark-up. In both Case I and Case II the cost to 
the parent company of the goods sold by it to the DISC is assumed to be the same.

Three computations are shown for each case—one under the formula as 
worded in the Treasury's technical explanation (T) ; the second, under the 
formula now proposed (P) ; and a third alternative computation (A), which 
is intended to illustrate the effect of an additional allowance equal to 10% 
of the sales promotion expenses of the DISC.

We believe these examples speak for themselves and indicate the desirability 
of the proposed method (P). Business would, of course, prefer the most favorable 
method, but if the method incorporated in the bill to authorize DISC is found 
to produce inconsistent results .this might adversely affect the prospects of 
enactment of this legislation, which is so badly needed as a means of increasing 
the export of U.S. products.

Hence, the suggestion has been made to the Treasury that it modify, along 
the lines indicated under "P" in the accompanying Exhibit I, its percentage 
formula for limiting the DI SC's proflts.

SECTION 482. INTERCOMPANY PRICING RULES

Questions likewise were asked at the June 4th hearings concerning the 
Treasury's Sec. 482 intercompany pricing rules. This statement supplements 
the answers given to those questions.

If the Treasury's DISC proposal is enacted, it will eliminate the application 
of Sec. 482 adjustments to the amount of any intprcomprny sales to or by a 
DISC, provided its income from export sales meets the DISC percentage test.

As for the application of Sec. 482 to adjust other intercompany sales, the 
problem is still a vexing one.
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EXHIBIT (.-EXAMPLES ILLUSTRATING PROPOSED FORMULA FOR COMPUTING PERCENTAGE LIMITATION OF

AMOUNT OF DISC INCOME

Case 1 Case II

Treasury's Proposed Alternative Treasury's Proposed Alternative 
technical modifica- modiflca- technical modifica- modifica- 

explanation tion tion explanation tion tion

ASSUMED FACTS

M  U.S. manufacturer: 
1. Sales, domestic...   __ ...

2. Cost of sales:

(b) To DISC.. ..........

(c) Total.........

3. Expenses (exclusive of 
income taxes): 

(a) Deliver and ware 
housing (domestic

(b) Advertising 
(domestic only)   . 

(c) Selling (domestic

(d) Office sales and 
collection

(e) Other (domestic

(0 Expenses directly 
allocable against

(g) All other expenses

(h) Total 
expenses   

DISC (subsidiary of M): 
4. Sales................ __ ...

PERCENTAGE LIMITATION OF DISC 
PROFITS

50-percenttest: 
6. DISC sales......... .........

7. Less: 
(a) M's cost of goods sold 

by DISC....... .......
(b) Allocation of M's 

expenses (see below).. 
(c) DISC'sexpenses _ ..

(d) Total deduc 
tions (sum of 

(a),(b),(c)......

8. Aggregate manufacturing and

9. 50-percent of aggregate

10. Plus: 10 percent of DISC'S

11. Limitation of M's 
income under 50

4-percent test: 
12. 4 percent of sales made by 

DISC.....................
13. 10 percent of DISC'S

14. Limitation under 4-percent 
test.................. .

15. Applicable limitation.. . ......

300

200 ....
50 ....

250

6 ....

12 ....

14 ....

^ ....
7 ....

2

20 ....

64

100 
10

100

50

18 
10

78

22

11

1 ...

12

4 ...

1 ...

5 ...
12

300 300 300

.................... 200 ....

.................... 50 ....

250 250 250

.................... 6 ....

.................... 12 ....

.................... 14 ....

.................... 3 ....

.................... 7 ....

2

..................... 20 ....

64 64 64

100 100 200 
100 100 100

100 100 200

50 50 50

6 6 66 
10 10 100

66 66 216

34 34 (16)

17 17 (8) 

......... 1 10 ....

17 18 2

......... 4 8 ....

......... 1 10 ....

......... 5 18 ....
17 18 18

300

250

64

200 
100

200

50

6
100

156

44

22

22

22

300

250

64

2ft 
10

200

50

6 
100

15$

44

22 

10

32

8 

10

1 
3
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EXHIBIT I. EXAMPLES ILLUSTRATING PROPOSED FORMULA FOR COMPUTING PERCENTAGE LIMITATION OF 

AMOUNT OF DISC INCOME Continued

Case I Case II

Treasury's Proposed
technical modifica-

expianation tion

Alternative Treasury's
modifica- technical

tion explanation

Proposed Alternative 
modifica- modifica 

tion tion

ALLOCATION OF M'S EXPENSES 
AGAINST DISC SALES

Treasury's formula:
16. All expenses of M and DISC 

(other than "certain non- 
operating deductions"  
not specified) "such as 
selling expenses, general 
and administrative ex 
penses, research and de 
velopment, and interest 
expenses allocated in ratio 
of net sales from each 
source" (lines 3h plus 5) 
times line 1 divided by 
(linel plus line 4) (M

17. Proposed formula: 
(a) Allocated in cost of 

sales ratio  line 
3g times line 2b

(b) Plus: line 3f (direct 
expenses) _______

(c) Total of M's expenses 
apportioned against 
its sales to DISC. _ ...

'EFFECT OF THE THREE FORMULAS

'Resulting sales to DISC: 
18. DISC'S sales. ....... ........
19. DISC'S expenses.. _ .......

20. Net...---...-.......
21. Deduct: DISC'S allowed 

profit ..-.-.-_ __    .

22. Price to be paid by 
DISC to M for goods.

M's resulting income on sales to 
DISC:

24. Cost to M  ---.._.--......

26. Allocation of M's expenses 
against these sales:

(b) Proposed formula _ __ .

27. M's resulting income 
or (loss) on sales 
to DISC . .........

28. M's true, economic, before 
tax income on its sales to 
M priced in accordance 
with the three different

29. DISC'S profit fixed by those

100
10

90

12

78

78
50

28

16 ....

12

22

12

4

2

6

100
10

90

17

73

73
50

23

6

17

17

17

4 ...

2 ...

6 ...

100
10

90

18

72

72
50

22

6 -.

16

16

18

200
100

100

18

82

82
50

32

66 ....

(34)

26

18

4

2

6

200
100

100

22

78

78
50

28

6

22

22

22

4

2

6

, 200
100

100

32

68

68
50

18

6

12

12

32
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In the first place, the Treasury has never issued any rules addressed to tax 
payers for their guidance in pricing intercompany sales or fixing the amount of 
profit on such sales. The Treasury's regulations regarding intercompany sales 
and otiher intercompany transactions are addressed solely to the tax collectors 
These regulations, by their terms, are applicable only where the District Director 
of Internal Revenue determines that the transactions as reported by the tax- 
paye'r do not clearly reflect his (its) income. These regulations are so intricate, 
that, in most cases, they are not capable of being used in pricing intercompany 
sales as and when the goods are shipped. Yet, invoices must be used, and must be 
priced The Treasury itself did! not use its own intercompany pricing regulations 
in making a very large assessment against Du Pont, now pending in the U.S. 
Court of Claims.

The Treasury must have authority to prevent shifting of income between, 
companies Where this would result in tax avoidance—that is failure to pay the 
tax which Congress has imposed. On the other hand the U.S. manufacturer should 
have some way of knowing how to price intercompany sales so that it would 
be reasonably certain that the Treasury would not come in years later and 
"second-guess" the prices charged the related company causing loss of executive 
time as well as expenses even if the tax finally is fairly determined.

What to do about this problem? That is the big unanswered question. End 
less studies have been and are being made, but no one has come up with an 
answer acceptable to all concerned—Congress, the Treasury, and U.S. industry. 
The Treasury absolutely refused to include in its intercompany pricing regula 
tions any reference to a "reasonable" determination. Many feel, as we do, that 
reasonableness should be the prime test. The test of reasonableness has been 
included in the income tax law since the earliest days (for example, IRC Sec. 
167 uses the word "reasonable" twice in one section as the measure of the 
allowance for exhaustion, wear and tear, and obsolescence).

A suggestion which would at least remove some of the burden on exports of 
U.S. products is presented in the Etxhibit II. This amendment certainly is not 
adequate to cover all cases, but we believe it would be a great improvement over 
the present Code Sec. 482 and would lead to more satisfactory Treasury regula 
tions under that section.

EXHIBIT II

PROPOSED AMENDMENTS OF SEC. 482(b) WITH RESPECT TO EXPORTS 
OP U.S. PRODUCTS

(b) The price at which property produced in the United States is sold to a 
related person for resale for use, consumption, or disposition outside the United 
States shall be considered clearly to reflect the first seller's income provided such 
price:

(1) results in the seller realizing a fair profit, determined by comparison with 
sales of similar products to unrelated persons, or

(2) is equal to marginal cost of the property sold plus not less than 5% of 
such cost. For this purpose marginal cost equals the sum of material cost, direct 
labor cost and necessary factory or production overhead expenses other than 
fixed overhead expenses and such fixed overhead expenses shall include taxes, 
interest, depreciation and all other expenses generally recognized as fixed over 
head expenses, or

(3) is otherwise determined in accordance with regulations prescribed by the 
Secretary or his delegate under this section.

(c) No adjustment shall be made under this section to allocate to a foreign 
corporation any of the profit realized on a sale of goods produced in the United 
States.

Mr. ULLMAN. Our next witness is Mr. Charles Stewart.
If you will identify yourself for the record, you may proceed.



2454

STATEMENT OF CHARLES W. STEWART, PRESIDENT, MACHINERY 
& ALLIED' PRODUCTS INSTITUTE; ACCOMPANIED BY WILLIAM 
HEALEY, STAFF COUNSEL
Mr. STEWART. My name is Charles Stewart. I am president of Ma 

chinery and Allied Products Institute, which is the national orga 
nization representing capital goods and allied equipment. I am accom 
panied by William Healey, staff counsel to the institute.

Some reference was made earlier to a communication from Secre 
tary Stans. I assume that that communication transmitted the Action 
Committee on Taxation's report dated May 25, which deals with the 
DISC proposal. If Secretary Stans' letter does not do so, not in behalf 
of MAPI, but in deference to the committee, I think that that special 
task force report on DISC should be a part of your record.

Mr. ULLMAKT. Without objection, the appropriate parts of it will be 
included in the record. (See letter and report on p. 2434.)

You may proceed.
Mr. STEWART. We commend the initiative and imagination of the 

Treasury with respect to the DISC proposal, but we hasten to add 
that this initiative and imagination must have long staying power, 
because the total job needed to be done by Government in terms of 
improving the international position of American business is mas 
sive.

Assuming DISC is enacted, and we trust it will be enacted on a 
more liberalized basis than proposed by Treasury, this would only 
be a first step to the solution of the problem confronting American 
industry in international trade. The whole effort by U.S. Govern 
ment toward foreign trade should be in the context of, for the first 
time, providing American industry and Government with an in 
tegrated, coordinated commercial trade policy.

In our judgment, we do not have such an integrated commercial 
trade policy. Indeed, the United States has, we have certain inter 
national economic policies and certain political international policies, 
bat this country does not have an integrated, effective international 
commercial trade policy.

Also, I don't believe it is unfair to conclude that Government has 
been somewhat naive in terms of recognizing the impact of the prac 
tices of our competitor nations. Some of those practices are above 
board, and some are not the subject of formal Government pronounce 
ment. I think this committee made quite a contribution in this respect 
through its hearings in June of 1968 when it published in part I of 
the record of those hearings, beginning at page 220, a compilation of 
some of these non-tariff-barrier techniques being employed by foreign 
countries.

If we have a serious problem in the balance of payments, as the 
Secretary of the Treasury Fuggesfs—and the figures would seem to 
bear this out—then we need a bold program to meet that problem. 
Any approach which is undertaken by Government, including DISC, 
should be as bold as possible. It is in that context that we offer some 
detailed suggestions in our statement with respect to the liberalization 
of the DISC proposal.

You will note, Mr. Chairman and members of the committee, that,
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in accordance with the suggestion of your announcement, we sum 
marized our statement at the beginning. Page 1 of our full state 
ment indicates the extent to which the machinery and allied prod 
ucts industries are dedicated to foreign trade—35 to 40 percent of 
their total sales are either exported or sold abroad.

As suggested previously, we commend the Treasury for the sub 
mission of the DISC proposal, but we encourage them to do some 
more work on it along the lines contained in our statement.

There is a very interesting paragraph on page 2 of our statement 
Tvhich I should like to emphasize:

One measure of the deterioration in our balance of trade and thus of our 
need for a new and dynamic national foreign trade policy is to be found, in the
•changing relationship between our exports and imports.

Of course, balance of payments does not depend exclusively on ex 
ports The ratio between exports and imports is much more significant 
in looking at that picture. If you will note the appendix to our state 
ment, which is a two-page table, you will observe that MAAI has
•developed a series of ratios which show imports in ratio to exports 
for key categories of capital goods industries, a prominent one of
•which will make a presentation to you this afternoon.

You will observe also that, in total, the ratio for capital equipment 
categories, that is, imports to exports, has changed from 15.9 percent 
in 1961 to 45.1 percent in 1969, an almost threefold increase in 9 years. 
It seems fair to point to another statistic in this connection; namely, 
the rising U.S. labor cost per unit of output in manufacturing which 
has moved from a low of 98.6 in July of 1965, with a base of 1957-59

•equals 100, to a 117.8 in April of 1970.
Now we do not submit these figures as a basis for arguing for 

quotas or tariffs. They are submitted in order to, we trust, enlighten the 
committee as to the seriously deteriorating relationship between ex 
ports and imports for a critical sector of American industry.

Now this does not mean that we have not been gaining somewhat 
in exports, but we have not been gaining enough in this particular 
area in exports to offset the sharp import increase.

Now I will merely identify, by heading or by very brief comment, 
some of the suggestions that we have made in detail in terms of im 
proving the proposal submitted by Treasury called DISC.

Starting with page 2, DISC should be made permanent. With all 
the study that the Treasury has given DISC, and with all the consul 
tation it has been kind enough to engage in with industry, and with 
:the expressed seriousness about the position of American industry 
internationally, why propose temporary medicine?

We should also suggest that our support of DISC is clearly condi 
tioned on one proposition; namely, the Treasury will not search in the 
foreign tax area for another source of revenue to offset any loss of reve 
nue that may be attributable to the DISC proposal; for example, a
•change in the tax treatment of foreign sales subsidiaries.

We are suggesting—and in the interest of saving time I shall not 
;go into them in detail—means by which the limitations on DISC 
profits, in terms of the two alternative formulas that are offered by the

,r-rt -I—v i ill-ill* .1 1*TTreasury Department, should be liberalized. 
We have also suggested that the Congress and the Treasui y might
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consider a technique by which a floor would be guaranteed in terms 
of allowable profit as a minimum, and then a sliding scale of in 
creased allowables in order to provide a special incentive for sub 
stantial increases in export performance.

The 1-year delay in the effective date of this law, if enacted, seems 
unfortunate. You hardly deal with a serious problem as outlined by 
Treasury by proposing something and delaying it for a year. But if 
fiscal reasons require this to be the case, we would recommend im 
mediate enactment of the law, because there will be a period of time 
required by American industry in order to organize properly and 
sensibly under a DISC arrangement.

We have suggested liberalization in the so-called 95-percent rules, 
which once again I won't go into in detail in deference to your time 
schedule.

There is a very important point on page 6. It is not commonly recog 
nized that beyond services, which by Treasury terminology are an 
cillary to an export, as, for example, where a machine might be sold 
and the company would, as part of a sales package, offer instructions 
and other services ancillary to the machine itself. We do not believe 
that the recognition of services as a qualified export under DISC 
should be limited to that type of service, as important as such a 
service is.

This country has a great stake in what is known as the constructor 
industry. The constructor industry which engages in turnkey jobs all 
ore-- the world depends very heavily on engineering by skilled people 
in this country. Where that industry is compelled by economic facts 
of life to buy abroad in terms of certain materials, and to construct 
abroad with local labor, the failure to recognize the very important 
element of services exported from the United States in the form of 
engineering services is quite an oversight in the Treasury proposal. 

DISC is a complicated concept. We would like to see it enacted in 
liberalized form, but it should also include a special ruling procedure. 
Because, as able as the Treasury top staff in tax policy is, it is impos 
sible to anticipate all the difficulties, all of the problems, all of the 
questions which will arise under this kind of proposal.

We also believe that some more direct attention should be given to 
providing a means, either through a special ruling or by some general 
language in the DISC statute, which would facilitate accommodation 
of various forms of corporate organization to the DISC proposal. As 
many of you may know, some companies organize their export busi 
ness on a product line basis. They do not have a centralized export de 
partment. This is done in the spirit of placing responsibility on those 
men who run the individual profit centers, and it is an example of an 
organizational situation which would have to be accommodated to 
DISC in order to make it work.

As you see we have offered a number of other recommendations to 
improve the DISC proposal.

There is also included in our statement a section called foreign source 
income tax reform. The subject of code section 482 came up earlier. 
It intrigues me to find that the Treasury can move so quickly, and I 
concede, with judgment and imagination on a problem like section 482 
within the context of DISC but that, when it comes to the problem of
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modifying the administration of section 482 generally, we do not 
see much progress at the moment.

The same thing is true with regard to section 367 on reorganization, 
to which the witness preceding me referred. If this is to be dealt with 
liberally under DISC, why not move in that area in terms of general 
action?

Finally, the third thing that is dealt with in DISC in a liberal 
fashion is the destination test as to export income, as to where title 
passes. Why is Government so slow in dealing with it on a broader 
basis ?

Now those recommendations are submitted to you with reference to 
foreign source income on the basis that at least section 482, as it may 
apply to sales by parent to affiliates abroad, has an effect, in terms of 
its present administration, which is adverse to exports and that, beyond 
DISC, we clearly need to have some additional action in foreign taxa 
tion, not only on its general merits but also in relation to exports.

On page 12, we briefly summarize our recommendations on foreign 
source income in general.

Certain other export incentives are discussed beginning on page 13, 
including the so-called Mills bill introduced by your distinguished 
chairman, which we support. This bill, H.R. 13713, provides for the 
rebate of indirect taxes, on exports. We are not persuaded by the ra 
tionale of the Treasury opposition.

We believe that the rebate of indirect taxes on exports would be 
an excellent second step beyond DISC. We see no reason why they 
are mutually exclusive and why they cannot be taken at one and the 
same time.

I would like to say a word in respect to foreign aid. It is curious 
that we have just received from the so-called Peterson committee ap 
pointed by the President a recommendation that we untie aid funds 
at this time. How can you reconcile untying aid funds generally, 
when we confront the balance-of-payment problem which has been 
described to you in such serious terms by the Secretary of the Treasury ?

We oppose untying aid funds, at least at this time, even though a 
case might be made, particularly with regard to developing countries, 
for a gradual withdrawal from that policy. You might be interested 
in the figures which appear on page 15. Between 1966 and 1969, AID 
financed exports of machinery and transportation equipment have 
fallen from $506 to $327 million. The untying of AID funds would 
only serve to aggravate the impact of this trend.

We are very impressed by the work the Export-Import Bank has 
been doing in recent months. We do feel, however, that in terms of 
interest rates, competitively speaking, with similar programs of other 
countries, the Bank has a way to go. The Bank also has not solved the 
financing aspects of this problem that I referred to earlier in terms 
of the so-called constructor situation. That, of course, includes not 
only the constructor who is building the petrochemical plant or the 
chemical plant, but it also affects the companies that make the com 
ponent machinery; for example, compressors which go into the facility 
when it is completed in the form of an operating plant.

I cannot resist the temptation to suggest that one of our problems 
with exports or any other part of foreign trade is that we have to 
recognize that business integrates these activities. It does not think in
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terms of its foreign trade as exports over here, investment over here,, 
licensing down the middle, and deal with them as if they are three 
strange animals. They are dealt with in business on an integrated, well- 
organized basis. And in terms of Government policy, that is the only 
way that Government can sensibly deal with foreign trade.

At this point I should like to ask a question. Mr. Nixon, before 
he was elected, suggested that we should "walk away" from foreign 
investment controls. We have been walking mighty slowly in recent 
months. As a matter of fact, the 1970 program contains only one 
change and that involves a little token to the developing countries- 
These controls seriously interfere with the total U.S. foreign trade 
effort.

In conclusion we desire to reiterate our support for the concept of 
DISC and to commend the Treasury Department for its proposal. 
Our support of the DISC proposal is qualified by our beliefs that, first, 
DISC must be significantly liberalized in order to achieve a substan 
tial and badly needed increase in exports and, second, useful as DISC 
can be, it should be regarded simply as a first step forward in the de 
velopment of a comprehensive and unified national foreign trade 
policy designed to reestablish and thereafter maintain a position of 
equality for American business in world trade.

I had a very interesting breakfast conference yesterday with a com 
pany which is having a major competitive problem with Japan. This 
company finds that Japan has adopted a policy with regard to depre 
ciation which works this way. As the exports of this particular indus 
try in Japan go up, depreciation allowances, in order to facilitate cash 
flow, go up and the favorable result is substantial.

This is the kind frequently undoucmented problem which American 
industry confronts in foreign trade. As I have previously indicated,, 
you, this committee, have helped document this problem area. But 
DISC is only a start. We need to do a great deal more. And DISC it 
self needs to be improved as it has been presented to this committee.

We at the same time acknowledge and admire the imagination and' 
the determination that Treasury has shown in putting this proposal 
together, even in its incomplete form. Beyond that, we have to tackle 
some of the other problems that are enumerated in this statement, and 
we have to tackle them with a feeling of determination and boldness. 
Because we are dealing now with a very, very serious problem affect 
ing not only industry in that "cold" sense of the word, but affecting 
the people that industry employs, affecting the growth of this country 
in terms of conception of new ideas and inventions, affecting Govern 
ment problems such as balance of payments, and so on.

We thank you for the opportunity to present our views.
(The prepared statement of the Machinery & Allied Products In 

stitute follows:)
PREPARED STATEMENT OF THE MACHINERY AND ALLIED PRODUCTS INSTITUTE AND ITS 

AFFILIATE, THE COUNCIL FOR TECHNOLOGICAL ADVANCEMENT
DOMESTIC INTERNATIONAL SALES CORPORATION (DISC)i

SUMMARY OF STATEMENT

We support the concept of DISC subject to two general qualifications and a 
number of specific suggestions for its improvement.



2459
General Qualifications:

Pricing formulas governing sales to a DISC should be significantly liberal 
ized to provide a meaningful incentive for a substantial and badly needed 
increase in U.S. exports.

DISC should be considered as simply a first step toward development of 
a comprehensive and consistent national foreign trade policy which bal 
ances and unites our economic and political objectives. 

Specific Suggestions:
Authority for DISC should be made permanent.
Adoption of DISC should not be "balanced" by offsetting increases in 

other foreign tax areas.
Formulas to restrict DISC profits subject to tax deferral should be lib 

eralized ; alternatively, the Committee may wish to consider a sliding scale 
of tax deferral benefits with such benefits to be increased above a basic 
"floor" as exports are increased.

Adoption of the DISC proposal should not be deferred until July 1,1971.
The proposed "95 per cent rules" governing both a DISC'S gross receipts 

and its assets establish too high a standard of qualification and should be 
lowered.

Subject to appropriate Treasury definition, exports of services incident 
to manufacturing and/or construction abroad should qualify for tax deferral.

Congress should satisfy itself that the Accounting Prniciples Board has 
in fact concluded that the deferred tax liability of DISC need not be accrued 
currently.

Enactment of the DISC proposal should provide for an expedited ruling 
procedure to deal with individual problems.

Authority for a DISC should be sufficiently flexible to permit the concept's 
adaptation to existing and frequently complex corporate organizations.

Rules restricting the qualification on DISC assets of equity holdings in 
foreign subsidiaries should be liberalized.

The qualification as DISC assets of loans to a U.S. parent corporation 
ought not be made to depend upon the ratio of exports to total sales.

FOREIGN SOURCE INCOME TAX REFORM

In considering DISC, Congress should also consider the following suggestions 
for reform in the foreign tax area:

The application of Section 482—and related regulations—to the taxation 
of foreign source income should be limited to "tax haven" situations.

Congress should repeal Subpart F of the Code; failing that there should 
be restrictions imposed on the application of Section 482 to Subpart F 
income.

Administration of double-tax provisions of existing tax treaties deserves 
priority consideration by Congress and the Treasury.

The advance ruling requirement of Section 367 should be dropped.

EXPORT INCENTIVES

Consideration of DISC suggests the necessity for congressional consideration 
of a number of other proposals for encouraging exports. They include:

Adoption of a measure now before the Committee which provides for 
the rebate of indirect taxes on exports. 

Adoption of a "destination test" in connection with export income.

FOREIGN AID AND EXPORT FINANCING

The undoubted necessity for encouraging U.S. exports suggests consideration 
of at least two other aspects of government policy affecting exports.

It would be untimely to "untie" procurement in the U.S. with AID funds. 
Although we commend 'the revitalized program of the Export-Import 

Bank, Congress should be aware of the essentiality of providing the Exim- 
bank with sufficient funds to enlarge direct support of U.S. exports.
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STATEMENT OF THE MACHINEBT AND ALLIED PEODUCTS INSTITUTE AND ITS AFFILI 
ATE, THE COUNCIL FOB TECHNOLOGICAL ADVANCEMENT PRESENTED BY CHARLES 
W. STEWAET, PRESIDENT, MACHINERY AND ALLIED PRODUCTS INSTITUTE

THE PROPOSED DOMESTIC INTERNATIONAL SALES CORPORATION (DISC)

This statement is submitted to the Committee on Ways and Means in accord 
ance with its announcement of May 4, 1970. It deals in some detail with the 
DISC proposal as presented to the Committee on May 12 by Acting Assistant 
Treasury Secretary Nolan and also the Treasury technical memorandum of 
the same date, which was placed in the record at that time by Assistant Sec 
retary Nolan. In addition, we recommend certain other measures which we think 
will also help to encourage U.S. exports, and we conclude with a series of what 
we believe to be fundamental suggestions for reform in the area of U.S. taxa 
tion of foreign source income.

In order that the Committee may understand the viewpoint from which we 
approach this matter, we should note that the Machinery and Allied Products 
Institute and its affiliate organization, the Council for Technological Advance 
ment, represent the capital goods and allied equipment industries of the United 
States. Companies in these industries typically produce highly engineered goods 
which have long had substantial foreign as well as domestic markets. Accord 
ing to a recent MAPI study based on U.S. Department of Commerce statistics, 
foreign sales—by both U.S. machinery companies and their foreign affiliates— 
represented 35 percent to 40 percent of their total sales in 1965, the last year 
for which complete figures are available. In the area of exports alone, ma 
chinery and transportation equipment represent the largest single category of 
manufactured products exported from the United States. Because of the signifi 
cant volume of foreign business, these companies have been intensely con 
cerned with governmental actions which might either help or hinder the growth 
of their foreign business; hence, their direct interest in foreign tax matters.

In general, we support the concept of DISC and we commend the Treasury De 
partment for the spirit of the proposal. It is an official and a long overdue recog 
nition of the difficult and deteriorating trade position of American business, a 
position resulting in very considerable part—as the Treasury testimony before 
this Committee has made clear—from the special encouragement of exports by 
foreign governments. Commending the concept of DISC as we do, we believe that 
the proposal now advanced should be strengthened in certain respects—as in 
dicated below—to help make U.S. manufacturers truly competitive with foreign 
manufacturers in their efforts to acquire and expand export markets. Further, 
in our judgment, more than DISC is needed. Indeed, nothing less will suffice 
than a total reexamination of our international trade position with a view to 
the development of a national foreign trade policy which balances and unites 
our economic and political objectives and which is comprehensive, coherent, and 
consistent in character.

One measure of the deterioration in our balance of trade and thus of our 
need for a new and dynamic national foreign trade policy is to be found in the 
changing relationship between our exports and imports. Attached as an Ap 
pendix is an updated table from a MAPI study, based on U.S. Department of 
Commerce figures, of U.S. machinery imports as a percentage of U.S. machinery 
exports for the period 1961 through 1969. It will be noted that this ratio has 
changed from 15.9 percent in 1961 to 45.1 percent in 1969, an almost three-fold 
increase in nine years. In our judgment, a major contributor to this change has 
been the rapidly rising U.S. labor costs per unit of output in manufacturing 
which sky-rocketed from a low of 98.6 in July 1965 (1957-59=100) to 117.8 
in April 1970. We cannot depend upon half-measures to reverse the export- 
import trend and to reestablish more securely our international competitive 
position; our total program to accomplish these purposes must be bold in con 
cept, in scope, and in execution.

It is primarily because of the need for this broader program that our support 
for DISC is qualified. Much of our statement which follows consists of a j-ecital 
of these qualifications. However, as noted above, the statement also incudes, 
consistent with our statement as to the need for a rethinking and readjustment 
of national foreign trade policy, a number of suggestions for governmental action 
toward that end.
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DOMESTIC INTERNATIONAL SALES CORPORATION (DISC)

Our comments relating specifically to the DISC proposal appear below. 
DISC should be made permanent

We strongly urge that legislation implementing the DISC proposal be made 
a permanent part of the Internal Revenue Code and that its intended permanency 
be affirmatively indicated in the Ways and Means Committee report and in other 
pertinent parts of its legislative history. It certainly would be undesirable in our 
view to establish a scheduled expiration date for DISC.

We are persuaded that, for many reasons, the adoption of temporary tax incen 
tives to business for the accomplishment of specific purposes is undesirable. Busi 
ness decisions, in our free enterprise system should be prompted by long-range 
considerations, among which should be included an assumption of relative stability 
in the federal tax system. We think that the theory of offering and then withhold 
ing a 'tax incentive based upon a short-run picture of the economy—with the 
inevitable in-and-out distortions attending such action—is not only wrong in 
theory but is discredited by experience and particularly by the recent history of 
the 7 percent investment tax credit.
No balancing increase in other foreign ton) areas

Another key point in considering the DISC proposal, in our judgment, is that 
its adoption not be made the excuse for seeking a compensatory increase in 
revenue from other elements of foreign source income—for example, further 
tightening of the tax treatment of foreign sales subsidiaries. We think that any 
such attempt would offset if not destroy the incentive impact of the DISC pro 
posal. Indeed, we are convinced that—in addition to DISC—some very sweeping 
and far-reaching reforms which would tend to lighten the present burden of 
U.S. taxes on foreign operations of U.S. business are very badly needed.

,We note with approbation that Assistant 'Secretary Nolan has recommended 
no such "offsets," and we hope that the Committee will concur in this approach.
Litmta-tions on DISC profits

In our view, the principal problem with the DISC proposal, as it now stands, 
is the attempt to impose much too strict a limitation on the amount of profit 
realized on the manufacture and sale of goods which would be deemed to be 
attributable to the DISC as distinguished from its U.S. parent company. In 
general, under the proposal, the amount of profit attributable to the DISC (which 
of course would be the amount on which tax is deferred)' would be limited to 
the higher of either of two formulas—4 percent of sales or 50 percent of the com 
bined taxable income from manufacture in the U.S. and export sales by the 
DISC. Under either approach, the DISC would be entitled, in addition, to 10 
percent of "export promotion expenses" incurred by it. Finally, pricing between 
the U.'S. parent and the DISC could also be established pursuant to the presently 
existing alternative, the allocation rules under Code Section 482.

We think that these proposed formulas would severly limit the incentive impact 
of the DISC proposal, and we urge that they be modified by this Committee. We 
note that Secretary Kennedy's testimony indicated that the total cost of enacting 
the DISC proposal would, according to Treasury estimates, approximate $450- 
600 million for the first full year. We fear that the attempt to hold the revenue 
cost of the proposal down by the 4 percent and the 50 percent rules may be self- 
defeating. This hardly seems to be consonant with the Treasury's representations 
that the rules on pricing would be relaxed in the case of sales for a parent com 
pany to its DISC.

Any such pricing formulas should be both liberal and simple to apply. In our 
view, there is no real reason why a substantial part of the profit realized on the 
manufacture and sale of goods should not be tax deferred in the DISC. Accord 
ingly, we urge that the "50 percent of taxable income" rule be liberalized and that 
the "sale" rule figure of 4 percent be sharply increased—preferably to 10 percent 
or, at least, 8 percent. The 10 percent of export promotion expenses rule should be 
retained.

We think that such an approach would have a major impact in causing com 
panies to use a DISC in order to achieve tax deferral on export income and thus 
to contribute to the solution of our balance-of-payments problems by increasing 
exports.

In advancing the DISC proposal, the Treasury Department urges the removal

46-127 O - 70 - pt.
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of existing inequities in the taxation of export income and advocates a change in 
our tax system which tends to create "an unnecessary drag on exports." We 
agree with both reasons, although we should prefer to see the latter point ad 
vanced not simply as a negative benefit in removing an impediment but in the 
affirmative sense of encouraging an increase in exports. Toward this end, we 
advance for the Committee's consideration an alternative proposal designed to 
respond to both of these broad objectives.

The Institute is in no position to judge revenue considerations bearing on the 
legislative decision. However, recognizing that the necessity for increasing ex 
ports must be balanced against a potential loss of revenue, the Committee may 
wish to consider a modification of the "sales" rule with a basic deferral benefit of
5 percent or 6 percent of the sales price of goods exported by a DISC, to be con 
sidered as a "floor" available to all exporters making use of the DISC device. 
This basic tax deferral benefit on exports—the "floor"—is completely justifiable 
on the grounds that this—and probably more—is necessary simply to equalize the 
position of U.S. exporters with that of foreign exporters. Where a DISC actually 
increases its exports, where in Secretary Kennedy's phrase it engages in a "con 
certed and aggressive [export] effort over a period of years," then we believe 
greater tax deferral benefits should be allowed. The amount of the enlarged 
benefit should vary with the amount of the increase in exports up to a "ceiling" 
of say 15 percent or 20 percent of the DISC'S sales.

Such a sliding scale of tax deferral benefits would have a number of benefits in 
our judgment. It would afford a positive incentive for all companies to increase 
exports. It would provide significant fiscal leverage with which to meet foreign 
price competition. It would provide the kind of incentive needed for a "concerted 
and aggressive effort" by companies—and especially smaller and medium-sized 
companies—who now export only occasionally or not at all. An actual increase in 
exports will generate new revenue-producing economic activity in the United 
States with the result that any revenue loss would be significantly less than that 
attributable to a constant level of exports. Finally, by providing a 5 percent or
6 percent "floor," it tends to equalize the position of U.S. exporters with foreign 
competitors without the necessity of increasing exports. Because in some cases 
it would be a literal impossibility to increase exports and because some means are 
needed to equalize our international competitive position and thus hold markets 
already won, the "floor" of a basic tax deferral benefit is essential to this proposal 
of a sliding scale of tax benefits under the DISC proposal.

The .Treasury proposes that the DISC provisions not go into effect until the 
fiscal year 1972 which begins on July 1,1971. The reason for this is, of course, the 
revenue loss of the proposal—the same reasoning, as we indicated above, that 
applies to the proposed profit limitation on DISC'S. Again, we think this is un 
fortunate. If the DISO proposal and the desired incentive impact on U.S. ex 
ports—and, in turn, the balance-of-payments position of the United States—are 
as important as the Treasury appears to believe, then in our view it is important 
that this device be installed as soon as possible. We think that the only real 
result of asking for a one-year delay is to raise considerable doubt in the minds 
of many as to the intensity of the Treasury's desire to have this proposal 
enacted into law. The DISC proposal is important, its motivation is even more 
significant and, by all means, the concept should be enacted into law promptly. 
Any revenue offsets that are necessary in the fiscal year 1971 should be made 
in reduced federal expenditures and not in watering down tax incentive pro 
posals which are considered essential to our overall economic health.

If the Congress is unwilling to make DISC effective immediately, it should 
consider enacting the legislation, now even though its effective date is deferred 
until July 1, 1971, so that exporters may rely upon the certainty of its enact 
ment. A considerable amount of preparatory work will be required by any com 
pany which establishes a DISC. This could be accomplished in the interim 
period thus permitting exporters—and the national economy—to avail them 
selves more quickly of DISC'S benefits.
The 95 percent rules

In order to attain DISC status, a corporation would be required under the 
proposed Treasury rules to derive at least 95 percent of its gross receipts an 
nually from export sales activities and export-related investments, and it would 
also be required to have 95 percent or more of the value of its total assets, as of 
the last day of the taxable year, in its export business, export-related assets, or 
Eximbank paper.



2463
We think that the 95 percent standard in these rules is much too high and 

we suggest that consideration be given to lowering these percentage require 
ments.

With respect to the "gross receipts" requirement, we note that the Treasury 
has recognized the prdblem, at least to the extent of proposing to allow defi 
ciency distributions—subject to the "70 percent gross receipts" test—to be made 
within a specified period of time after the close of the taxable year so that the 
corporation could get within the prescribed 95 percent level. In our view, the 
deficiency distribution technique is helpful, but it should be recognized that 
there may be occasion when it will be extremely difficult for the corporation to 
make a deficiency distribution within a short period of time. It might not be 
sufficiently "liquid" or such a distribution might seriously impinge on working 
capital in the business. We think it would be desirable to look at the substance 
of the 95 percent qualification levels and to determine whether it is necessary 
to keep them that high. We think that they could be substantially lowered, and 
experience with the Western Hemisphere Trade Corporation provisions of the 
Code seems to us to indicate that unnecessarily high percentage requirements 
tend to distort normal commercial arrangements.
Export of services

Under the DISC proposal as it now stands, gross receipts from the performance 
of services would qualify under the 95 percent requirement only to the extent 
that the services are "ancillary and subsidiary" to the selling or leasing of ex 
port property by the DISC. In our view, this represents a narrow, and we think 
unrealistic, view of the importance of the export of services to our economy and 
to the balance of payments. What we have in mind here, primarily, is the per 
formance of engineering services by U.S. companies in connection with large 
construction projects undertaken overseas. The performance of these services is 
normally a substantial part of the overall responsibility of the U.S. company 
with respect to the project, and we think the importance of providing such serv 
ices should be fully recognized in the DISC proposal and in other measures af 
fecting the taxation of U.S. exports. We understand Treasury's reluctance to 
qualify certain consumer-type services for tax deferral but we see no insuparable 
difficulty in distinguishing, legislatively and administratively, between such 
services and those described above.
The earnings impact of the DISC proposal

A very important problem with respect to the implementation of the DISC 
proposal appears now to have been taken care of, but we suggest that the Com 
mittee may well desire additional reassurances on that score. We are referring, 
of course, to the fact that it originally appeared that any deferred taxes of the 
DISC would have to be recognized on the parent corporation's books as a 
deferred tax liability with no resulting improvement in earnings. We under 
stand from Assistant Secretary Nolan's testimony that this problem has been 
recognized by the Accounting Principles Board of the American Institute of 
Certified Public Accountants (AICPA), and that the Board has concluded that 
there is no requirement that deferred tax liability be accrued currently on in 
come. We are pleased to note this development, and we merely suggest that ap 
propriate confirmation from the Accounting Principles Board might well be 
desirable.
Need for special rulings procedures

We think it would also be desirable for the Committee to consider requiring 
some sort of expedited rulings procedure under which the Treasury could move 
promptly to resolve questions brought to it concerning the use of the DISC pro 
posal. This might be of particular significance in connection with such matters 
as the application of profit limitations on sales from the parent to the DISC, 
and whether or not the DISC, under certain circumstances, meets the percentage 
requirements with respect to gross receipts and export assets.
Existing corporate organization

It is also important to give some consideration to the possibility of ensuring 
that the DISC proposal does not interfere unduly with existing corporate orga 
nization and operations to handle export sales. There were, it will be recalled, 
many reasons resulting from the enactment of Subpart F in the Revenue Act of 
1962 for altering the former patterns of corporate organization to do business 
abroad. The necessary corporate changes in organization that resulted caused 
many serious problems which we fear were not completely anticipated at the
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time the Revenue Act of 1962 was under consideration in the Congress. We 
merely suggest that this matter be given appropriate study at this time. For ex 
ample, it is vitally important that a multi-division company which handles its 
export sales on a decentralized basis by product groups have sufficient flexibility 
under a DISC arrangement to continue to handle its sales in much the same way.
DISC investments in a foreign manufacturing subsidiary

We note that under the proposal it apparently would be possible for a DISC to 
consider accounts receivable from a foreign manufacturing subsidiary as quali 
fied export assets but any dividends received from such a subsidiary would not 
qualify as gross receipts derived from "exports" for the purposes of the 95 per 
cent rule. Under the proposal as it is now worded, an equity holding in a foreign 
subsidiary would tie permitted the DISC provided there is no " 'substantial trans 
formation' of the exported goods and if the value added abroad does not exceed 
20 percent of the cost of the goods sold." We suggest that this rule is unduly nar 
row and rigid with respect to the activities that might be carried on by -a foreign 
subsidiary of a DISC. It would seem to us that it would be desirable to liberalize 
this rule somewhat—to say a maximum of 250 percent-30 percent—and to author 
ize a still higher percentage upon an appropriate showing of an unusually bene 
ficial effect on U.'S. exports. This is precisely the type of situation which calls for 
the special rulings procedure suggested above.
DISC loans and export sales ratio

Obligations representing loans by the DISC to the U.S. parent company or its 
domestic subsidiaries to finance the acquisition of new export manufacturing 
facilities should be considered to be qualified investments without the necessity 
to relate the amount of permissible investments in such obligations to the ratio 
of export sales to total sales. (In other words, the DISC should be permitted to 
invest in such obligations without restriction so long as the annual gross income 
of the DISC from such loans, less any dividends paid out of earnings for that 
year, does not exceed 50 percent of the DISC'S annual gross income from all 
sources.) The restriction on investment in such obligations is one of the major 
factors limiting the usefulness of the DISC proposal. So long as the loan by the 
DISC to the U.S. parent company or its domestic subsidiaries is in connection 
with new U.S. manufacturing facilities, we can see no reason to have to relate 
such loans either directly or indirectly to exports because, by definition, all ex 
ports have to come from U.S. manufacturing facilities.

If the DISC proposal is retained in its present form, the permissible investment 
in such obligations should at least be related to the ratio of exports to total sales 
of an identifiable division or group of divisions of the U.S. parent company rather 
than to the ratio of exports to total sales of the entire company. Many companies 
have divisions with a substantial amount of exports whereas other divisions 
manufacture products which are not capable of export for one reason or another.

FOREIGN SOURCE INCOME TAX REFORM

In addition to urging enactment of the DISC proposal with modifications, we 
have set out below a number of other suggestions for reform in the foreign tax 
area. Some of these suggestions have a direct bearing on improving our export 
position ; for example, our recommendations with respect to administration of 
Section 482 which bears heavily on exports from U.S. parent corporations to 
affiliates abroad. Certain other recommendations in this section of our statement 
relate indirectly to our export position but are inextricably involved in the total 
foreign trade of American industry. Although these suggestions are both admin 
istrative and legislative in character, they are so much a part of our total foreign 
trade problem that we have thought it useful to bring them to the attention of 
Congress.
Section 482

There are, and for some time have been, serious policy questions with respect 
to the application of Section 482 to the foreign tax area. In our view, the follow 
ing general approach should be taken to resolve these questions :

1. The "482" regulations should be limited to potential tax-avoidance 
situations—that is, cases in which there are significant differences in the 
tax rates of the countries involved.

2. The relief provided against economic double taxation in Revenue Pro 
cedure 65-54 for taxable years prior to 1965 should be made permanent 
in nature.
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3. Revenue Procedure 65-54 should also be expanded to provide relief 

against intercompany pricing allocations as well as the relief already 
provided against certain allocations relating to loans and advances, use 
of intangibles, and overhead. In addition, these relief provisions should 
extend to all periods prior to April 1968 when the comprehensive "482" 
regulations were issued in final form.

4. When income is subject to tax under Subpart F of the Code or 
would be subject to tax but for the application of one of the Subpart F 
exceptions, there should be no "482" allocations. This should 'be the case 
particularly when such allocations would deprive the taxpayer of a Sub- 
part F "exemption" to which he would otherwise be entitled.

5. The regulations should be amended to include a "reasonableness" 
standard in making "482" allocations.

6. Particular attention should be given to the balance-of-payments impli 
cations of the various parts of "482" regulations. In cases of conflict, the 
"482" rules should be amended to reflect the primacy of current U.S. balance- 
of-payments objectives.

7. The Internal Revenue Service should attempt to publish as much 
information as possible relating to "482" application and administration. 
In addition, in connection with the pricing methods prescribed for the 
sale of goods, it should make available to taxpayers, where necessary, 
information relating to the derivation of data which it has collected on 
industry profits.

8. There should be further consideration given to working out appro 
priate "safe haven" standards for the performance of services1, transfer 
and use of intangible property, and the sale of goods. These "safe haven" 
standards would apply to protect the taxpayer in such transactions where 
certain minimum standards, as defined in the regulations, are met.

Bubpart F of the Code
We have already recommended that Section 482 should be limited in its 

application to the so-called "tax haven" area. It seems clear that, with a 
selective use of Section 482 in such a manner, there will be no real need to 
continue Subpart F which is, of course, also directed to the "tax haven" prob 
lem. Accordingly, we recommend that. Congress repeal Subpart F.

If this recommendation is not accepted and Subpart F remains a part of the 
Internal Revenue Code, we urge that as a minimum step there should be a 
restriction, probably by legislation, on the application of the "482" regulations 
to Subpart F income which is directly taxable to the American parent company 
under Code Section 951 or which would be subject to such direct taxation ex- 

• cept for the application of one or more'of the statutory exceptions in Subpart 
F such as those for exports trade income and minimum distributions. It should 
be noted that Congress has made policy decisions as to the particular items 
of foreign subsidiary income that should be directly taxable to the American 
parent. When an item has been determined to constitute Subpart F income 
and thus to be subject to tax by attribution to the parent company, Section 
482 should not be applied to the same item. When income, although otherwise 
Subpart F income, is not taxable because of the application of one of the 
statutory exceptions, the reason for nonapplication of Section 482 becomes 
even stronger. In such instances, Congress has determined that there should 
uot be an attribution of foreign subsidiary income to, and resultant direct taxa 
tion of, the parent. To shift that income to the parent under Section 482 
in this situation would clearly frustrate the basic congressional policy decision.

The problem is particularly pronounced in the case of the "30-70" rule 
which provides that no tax is to be imposed if foreign base company income 
Is less than 30 percent of gross income; however, if foreign base company in 
come exceeds 70 percent of gross income, the full amount of gross income is 
treated as foreign base company income. Under this rule, if a foreign sub 
sidiary's foreign base company income amounts to 25 percent of its gross 
income for the taxable year, the American parent company is not subject to 
tax on that foreign base company income. However, if an allocation should 
be made which increases the percentage of foreign base company income by 5 
percent, all the foreign base company income—not merely the increment of 
5 percent resulting from the allocation—would be taxable to the American 
parent.

In addition, there should be some consideration given to the specific impact 
of Section 482 on the minimum distribution rules which, it will be recalled, 
provide that Subpart F is not to apply in situations in which an American parent
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company has elected to receive from its foreign subsidiary a distribution of at 
least a certain amount of the latter's earnings and profits. The required amount 
is determined by a table of percentages which vary inversely with the effective 
foreign tax rate.

We have been informed of instances in which Section 482 has been applied 
In such a way as to invalidate the minimum distribution long after a minimum 
distribution election has been made by the taxpayer. That is, a minimum dis 
tribution has been made in accordance with the taxpayer's election but, after 
allocations have been made under Section 482, the amount of the original 
distribution was no longer sufficient to satisfy the statutory requirements.

Another problem that has come to our attention involves the application of 
the minimum distribution rule in such a way as to increase rather than lessen 
the adverse impact from prior losses. For example, in situations where a sub 
sidiary has sustained losses for earlier years, it may avail itself in many foreign 
countries of loss carryovers similar to those afforded under U.S. law. How 
ever, the fact that no foreign taxes were paid in the year in which the carry 
over was applied would be reflected in the "effective foreign tax rate" for pur 
poses of the application of the minimum distribution rule. This means that, 
in effect, the application of the minimum distribution rule would cause the 
taxpayer to be deprived of a substantial portion of the relief provided by the 
carryover resulting from the original tax loss. We suggest that appropriate 
changes be made in the "effective foreign tax rate" concept so that the rate 
as determined would reflect situations in which foreign taxes were not owed 
for reasons other than a low foreign rate.
Double taxation of foreign earnings

The general application of Section 482 to other than "tax haven" situations 
(as is the case now) means that it frequently is applied in cases in which a for 
eign subsidiary is located in a country which has a tax rate comparable to the 
U.S. rate. This clearly brings about the possibility of full double taxation of 
certain items of income when the foreign country in question does not treat an 
item of income or expense for tax purposes in the same manner as it is treated 
by the Internal Revenue Service—for example, expenses may be treated as de 
ductible by the United States but not by foreign countries, and vice versa. In 
some measure, such problems can be resolved under pertinent double-tax pro 
visions of a tax treaty between the United States and the foreign country in 
question. Under treaties presently subsisting with the other major industrial 
countries, double-taxation problems of this character are to be adjusted through 
negotiation by the "competent authorities" of both countries.

We are informed that these, treaty provisions occasionally have not led to a 
satisfactory resolution of double-taxation problems affecting individual com 
panies. Although we recognize the inherent difficulties of such negotiations, some 
problems appear to have resulted from dilatoriness or less-than-vigorous pursuit 
of reasonable settlement by the U.S. "competent authority"—the IRS Office of 
International Operations. In addition, there is the overriding question as to 
whether resolution of double-taxation problems should be left to negotiation by 
country representatives. This issue is of such importance—involving both equity 
to a U.S. taxpayer and equity to the U.S.—that, in our judgment, it deserves 
priority consideration by the Congress and the Treasury Department.
Section 367 rulings

The present Code Section 367, dating back to 1932, requires a U.S. taxpayer to 
obtain an advance Treasury ruling that tax avoidance is not a principal pur 
pose in certain types of transactions which relate to the organization, reorga 
nization, or liquidation of foreign subsidiaries. In the absence of such a ruling, 
the taxpayer must recognize as a gain for tax purposes the difference between 
the value of the property transferred and the cost basis of the property.

Serious practical difficulties result from the necessity for literal compliance 
with Section 367. One of the major problems, of course, is the delay normally 
incident to a Section 367 ruling. Business opportunities often cannot await the 
four to five months typically required to obtain such a ruling. Another problem 
arises where the U.S. company does not have sufficient advance notice of a 
transaction which might fall within the scope of Section 367, and this difficulty 
is often compounded by the fact that the U.S. parent company may not have 
effective day-to-day control of the management of the foreign corporation.

It is true that the Service has recently issued general guidelines with respect 
to criteria relating to Section 367 rulings, but it would appear that such guide 
lines do not resolve the basic problem under Section 367. In our judgment, the
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primary difficulty lies in the fact that the Service normally will exact some type 
of "toll" as it were, in the form of a taxpayer agreement to recognize some gain 
and pay some tax, in connection with the transaction.

For the reasons indicated above, we recommend that Section 367 be amended 
to drop the advance ruling requirement and that there be substituted for it 
authority for an after-the-fact justification by the taxpayer.
Recommendations in Summary

To recap this portion of our statement, we urge adoption of the following 
recommendations:

1. Section 482 should be limited in its application to so-called "tax haven" 
situations.

2. Subpart F should be repealed or at least drastically curtailed in its 
operation.

3. Procedures relating to the prevention of double taxation on foreign 
source income should be reviewed and revised if necessary.

4. There should be an end to the requirement for advance ruling under 
Section 367 respecting reorganizations involving foreign subsidiaries.

OTHER EXPORT INCENTIVES

In addition to the tax reform measures recommended above, we think that 
certain proposals to encourage exports, as indicated below, should be considered 
by the Congress in connection with its review of the DISC proposal. Beyond 
that, there are a number of more comprehensive tax incentives for exports that 
have been suggested. Without attempting to set forth definitive recommendations 
with respect to these suggestions, we feel that they deserve serious study in 
connection with a comprehensive review in this area.
Rebate of indirect tasces on exports

There have been suggestions that Congress might act to expand the provisions 
of current law which permit the rebate of duties paid on imported goods upon 
the exportation of products made with such goods. These proposals would en 
compass the rebate of indirect taxes—local, state, and federal—to the extent 
the Treasury determines that such taxes are directly or indirectly borne by such 
exported articles and by domestic merchandise used in their manufacture or 
production. Chairman Mills of the Ways and Means Committee has introduced 
a bill, H.R. 13713, which would provide for the refund of such taxes. We think 
that Chairman Mills' proposal is sound and would be one of the initial steps 
toward providing appropriate tax incentives for exports and we urge its adoption, 
even though it should be realized that its impact may be quite limited in terms 
of immediate results. We are not impressed by Treasury objections as stated 
by Secretary Kennedy. Moreover, we do not view this action and DISC as 
alternatives. Both moves can and should be made.
Adoption of a "destination" test in connection with export income

Considerable problems are caused for exporters by the "source of income" 
rules prescribed by Code Sections 861-863 and implementing regulations. Under 
these provisions, the determination of whether certain sales income is con 
sidered to be of foreign or domestic source depends primarily upon where title 
to the goods sold is transferred to the buyer. This means that even though goods 
are clearly destined for Brazil, for example, the income from the sale of these 
goods may be held to be domestic in source if it is desirable, for other reasons, 
to ensure that title to the goods passes to the Brazilian consignee before the 
goods leave the United States. The importance of this issue, of course, lies in the 
fact that foreign source income, unlike domestic source income, may in certain 
cases be subject to the reduced U.S. taxation.

We urge that the pertinent regulations—particularly Section 1.861-7(c) be 
revised; if statutory changes are necessary in connection with such a revision, 
they should be made.
Other tax incentives for export income

Finally, there are a number of still other things that might be considered which 
could substantially reduce U.S. taxation on export income. One possibility is the 
use of some sort of tax credit in connection with export income, with the 
amount of the credit to be a certain percentage of such export income. If 
serious balance-of-payments problems persist and our trade position continues
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to deteriorate, the government should not rule out the possibility of com 
pletely exempting export income from U.S. taxation.

At this point, it should be acknowledged that the government already has under way studies on the value-added tax—a levy on each increment of value 
added to> a product before it reaches the ultimate consumer. Whatever its other 
merits or demerits might be, it presumably could, under the rules of the Gen- 
erial Agreement on Trade and Tariffs, be rebated on exports and imposed on 
imports.

All of these possible modifications should be given careful study.
FOREIGN AID AND EXPORT FINANCING

Beyond those suggestions for tax reform and incentives for increased exports 
noted above, there are certain other aspects of government policy which affect 
exports that should not be overlooked in this study.' Two such matters are 
discussed below.
"Untying" AID funds

We have noted that the report of the President's Task Force on International 
Development (the so-called Peterson Report) 1 recommended that an increasing 
portion of U.S. foreign assistance be chaneled through international financing 
agencies and that the U.S. should join in a multilateral effort among all in 
dustrial nations to "untie" development lending. While such an effort may be a worthwhile long-range goal, in view of the present U.S. balance-of-payments 
situation, we do not believe such a move is desirable at this time.

In our view, it would be inadvisable to permit any further balance-of-pay- 
ments "lea<kage" of this sort while our own balance-of-payments position is so 
strained. It seems to us to make little sense to untie procurement with U.S. 
foreign aid funds so long as our balance-of-payments positions necessitates con 
tinuation of the Foreign Direct Investment Program. To the extent that these 
funds are untied and/or channeled through international financing agencies which 
operate on the basis of worldwide competitive procurement, a substantial por tion of the purchases will go to Western Europe (and Japan) where investment 
is limited by the Foreign Direct Investment Program.

Further, between 1966 and 1969 AID-financed exports of machinery and trans portation equipment have fallen from $506.6 million to $327.5 million. The "un 
tying" of AID funds could only serve to aggravate this trend.

Beyond the immediate balance-of-payments impact, it should be noted that AID-financed purchases of U.S. products have been a very significant factor in 
securing a market position for U.S. products have been a very significant factor in lation of U.S. equipment now means future orders for spare and replacement 
parts and increases the likelihood that future additions to capacity will be of 
U.S. origin. This "market penetration" aspect is especially important in those less developed countries which have been traditionally oriented toward other supplier nations. India and Pakistan, which have, of course, been traditionally 
oriented toward the United Kingdom, are good examples of countries where the U.S. foreign aid program has enabled U.S. suppliers to secure a market position 
which in all likelihood they could not have achieved without the foreign aid program.
Export financing

With respect to export financing, we should like to commend the efforts of Export-Import Bank Chairman and President Henry Kearns and his staff to 
improve U.S. export credit and insurance facilities. We cannot overemphasize 
the importance to U.S. industrial equipment manufacturers of the availability of export financing on reasonable terms. While the activities of the Export-Import 
Bank are not within the jurisdiction of this Committee, members should be aware that, while the Bank's program have been greatly improved, the interest 
rate borne by export financing in this country generally is still considerably 
higher than that borne by export financing in our major competitor nations. This is due primarily to the fact that export financing is not isolated from domestic 
monetary policy in this country as it is in our major competitor nations. Through 
its program of "participation financing," under which it supplies its own funds 
for up to 50 percent of the financed portion of a given transaction, the Bank has narrowed the differencial between the U.S. interest rate on export financing and 
that offered by our competitors. However, barring a fundamental change in

1 U.S. Foreign Assistance In the 1970s: A New Approach; Eeport to the President From the Task Force on International Development, March 4, 1970.
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national monetary policy which would effectively isolate export financing from 
domestic moentary policy, it is essential that the Bank be provided with sufficient 
funds by the Administration and the Congress to enable it to continue to enlarge 
its direct support of U.S. exports. We hope that Committee members will exercise 
their influence in the Administration and in the Congress to see that the Bank 
receives adequate resources for its most important task.

CONCLUSION
In conclusion we desire to reiterate our support for the concept of DISC and 

to commend the Treasury Department for its proposal. Our support of the DISC 
proposal is qualified by our beliefs that first, DISC must be significantly liber 
alized in order to achieve a substantial and badly needed increase in exports and, 
second, useful as DISC can be, it should be regarded simply as a first-step-forward 
in the development of a comprehensive and unified national foreign trade policy 
designed to reestablish and thereafter maintain a position of equality for 
American business in world trade.

APPENDIX 
IMPORT-EXPORT RATIO FOR MAJOR CAPITAL EQUIPMENT CATEGORIES

[Imports and exports in millions of dollars, ratios in percent)

1961 1962 1963 1964 1965 1966 1967 1968 1969

Engines, turbines, and parts:
Imports ___ .. ...
Exports ___ . _ ....
Ratio........ ._.__— .-.___.__

Agricultural machines and tractors:
Imports ___ .. _ __ _
Exports.. __ ...._
Ratio........... ._.....

Office machines:
Imports. ____ .......
Exports... ---.....-.-.-._.....
Ratio..... _ .....--—. ... .

Metalworking machinery:
Imports.. _ -._-_.. _ _ . . .
Exports ___ _ .. —— _ . ...
Ratio.. — ....................

Textile and leather machinery:
Imports.------.. __ -.._
Exports...... ____ .._ . . .
Ratio....-.------------.---..

Other nonelectrical machines:
Imports _ .. __ — . _ _-_
Exports.. ....—..— ......... .
Ratio. -------------------

Power machinery and switchgear:
Imports.-..--..— .............
Exports. —— — .----.. — ...
Ratio-..————— — —

Telecommunications apparatus: 
Imports.... — .... —— .......
Exports...-.-....--------.-...
Ratio. .---—.— ---———

Other electrical apparatus:

Ratio. _ — ————— — .....
Machinery, nonelectrical, total :

Ratio. -----------------------
Electric apparatus, total:

Ratio.. -----------------------
Machinery, total:

Exports
Ratio. ------------------------

35
492

. 7.1

115
. 541
. 21.3

75
. 310
. 24.2

34
- 391
. 8.7

82
. 210
- 39.0

114
1,798 

6.3
28

- 255
. 11.0

160
. 274
- 58.4

146
. 696
.. 21.0

.. 455
. 3,743
.. 12.2

334
- 1,225
. 27.3

. 789

. 4,968
15.9

28
556
5.0

152
558

27.2

85
324

26.2

41
435
9.4

94
200

47.0

140
2,014 

7.0

25
264
9.5

216
367

58.9

174
730

23.8

540
4,087

13.2

415
1,361
30.5

954
5,447
17.5

49
560
8.8

172
644

26.7

98
362

27.1

48
347

13.8

93
190

48.9

175
2,106 

8.3
22

326
6.7

220
390

56.4

177
776

22.8

635
4,209

15.1

419
1,492
28.1

1,054
5,702
18.5

136
578

23.5

195
826

23.6

104
434

24.0

40
408
9.8

127
228

55.7

269
2,386 

11.3

41
356

11.5

225
404

55.7

177
905

19.6

871
4,860

17.9

443
1,665
26.6

1,314
6,525
20.1

195
756

25.8

249
860

29.0

136
471

28.9

63
332

19.0

157
207

75.8

360
2,648 
13.6

67
472

14.2

314
345

91.0

259
843

30.7

1,160
5,274

22.0

640
1,660
38.6

1,800
6,934

26.0

331
855

38.7

325
860

37.8

191
557

34.3

135
338

39.9

221
227

97.4

474
2,941 

16.1

105
488

21.5

486
381

127.6

419
1,031
40.6

1,677
5,778

29.0

1,010
1,900
53.2

2,688
7,678
35.0

383
950

40.3

341
843

40.5

225
707

31.8

203
339

59.9

237
206

115.0

574
3,136 

18.3

133
510

26.1

536
477

112.4

467
1,111
42.0

1,963
6,181

31.8

1,136
2,098

54.1

3,099
8,280
37.4

517
1,057
48.9

322
873

36.9

256
747

34.3

204
334

61.1

308
207

148.8

673
3,342 
20.1

168
531

31.6

737
535

137.8

587
1,218
48.2

2,280
6,560
34.8

1,492
2,284
65.3

3,772
8,844
42.7

603
1,146
52.5

346
917

37.6

372
1,051
35.4

183
343

53.4

305
239

127.6

816
3,765 
21.7

196
561

34.9

1,006
619

162.5

745
1,498
49.7

2,624
7,461

35.2

1,947
2,678
72.7

4,571
10, 138

45.1

Source: U.S. Department of Commerce.
Note: (1) "Engines, turbines, and parts" includes aircraft engines, automotive engines and parts, and other power 

generating machines; (2) "agricultural machines and tractors" includes all types of tractors in addition to farm tractors; 
(3) "telecommunications apparatus" includes consumer durables (radios and TV receivers); (4) "other electrical appa 
ratus" includes domestic electrical equipment.
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Mr. ULLMAN. Mr. Stewart, you always do a thorough job when you 
appear before the committee. We appreciate your views. Without ob 
jection, the supplemental material will be included with your state 
ment.

Mr. STEWART. Thank you.
Mr. ULLMAN. Mr. Conable?
Mr. CONABLE. I would like to echo what the chairman has said, Mr. 

Stewart; you have done your usual knowledgeable job here.
Mr. STEWART. Thank you, sir.
Mr. CONABLE. Do I get the implication from what you have said 

that you would rather see us take a more direct approach that the 
DISC proposal in review and revision of some of these other sections 
that have been referred to ? Section 482, for instance?

Mr. STEWART. Not necessarily.
Mr. CONABLE. I understand you are not opposing DISC, you are in 

favor of it.
Mr. STEWART. I am not only not opposing DISC, but I like to think 

I am practical about how government has to work. A great deal of 
time has gone into this project. I think that conceptually it is a very 
good idea. It needs to be liberalized. I would suggest that rather than 
saying no to DISC and looking for a better substitute, I would go 
ahead with DISC. I would improve upon it in enacting it, and I would 
encourage the Treasury Department to move in these other areas that 
have been referred to by other witnesses.

Mr. CONABLE, And that you consider rather more basic ?
Mr. STEWART. I think DISC is a significant step in the right direc 

tion, but only one step.
Mr. CONABLE. Thank you, sir.
Mr. ULLMAN. Mr. Gibbons?
Mr. GIBBONS. Thank you, Mr. Chairman.
Mr. Stewart, may I commend you for your interesting and stimulat 

ing testimony here. Let me ask a couple of questions. Back to your 
appendix and charts on the import-export ratios, let us look at textile 
and leather machinery. I think that is the one whose growth was 
affected most adversely. Can you explain why the textile and leather 
machinery industry experienced such an adverse growth in its import- 
export ratio ?

Mr. STEWART. Sometimes these developments turn on technology. In 
this particular instance, there is a technological element. I do not be 
lieve that as we look at textile machinery as we look at the total tech 
nology of the world that this is known as a high technology industry. 
In other words, it is an industry which already has very substantial 
and competent competitors worldwide, and as distinguished from com 
puters and the numerical control technology that undoubtedly will be 
mentioned this afternoon, there is a much better and more strongly 
established competitive system abroad which enjoys various Govern 
ment supports.

I would suggest also that there is a bit of conflict which I can, I be 
lieve, refer to without being impolitic. One or two of our agencies of 
Government are not particularly interested in assisting the textile ma 
chinery industry, for example, in the case of loans or aid, to export 
textile machinery where it might manufacture certain textile items 
which might in turn be brought back to the United States.
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Mr. GIBBONS. I see your point.
Mr. STEWART. So we have a conflict even in industry that adversely 

affects the textile machinery industry.
Mr. GIBBONS. I see your point.
Let us look at telecommunications apparatus, because they have had 

a disastrous growth picture. What is the cause of that ?
Mr. STEWART. I am not an expert in that industry. Once again there 

probably is well-established technological competition abroad. All of 
the competition that we meet is not from the United States to a par 
ticular country which is a direct competitor. We have it in third coun 
try areas. I believe here are a number of foreign companies that are 
very sophisticated in this field.

I am not an expert in telecommunications. I can only venture those 
suggestions.

Mr. GIBBONS. I was under the impression that some American manu 
facturers had moved overseas because of more attractive labor rates, 
and things of that sort.

Mr. STEWART. To the country it is our impression that when Ameri 
can industry goes abroad it goes abroad largely because it has to. It 
goes abroad because it must overcome barriers, as, for example, in 
some countries where you are absolutely barred from exporting. It is 
true in Mexico, for instance. Try to sell a turbine to England. Even 
though England has no regulation on the subject, they just don't buy 
U.S. turbines.

I think the notion that one of the reasons that our exports have suf 
fered is because we are investing abroad and and displacing U.S. ex 
ports is overworked and, to a large extent, inaccurate. My opinion is 
that foreign investment is largely traceable to absolute necessity in 
order to hold markets for American industry.

Mr. GIBBONS. Thank you.
Mr. ULLMAN. Thank you, Mr. Stewart.
The committee will stand in recess until 2 p.m.
Mr. STEWART. Thank you, sir.
(Whereupon at 12:35 p.m., the committee recessed to reconvene at 

2 p.m. of the same day.)
AFTER RECESS

(The committee reconvened at 2 p.m., Hon. John C. Watts pre 
siding.)

Mr. WATTS. The committee will be in order.
The first witness I understand will appear as a team, consisting 

of Messrs. Walter W. Brudno, Delbert Barnes, and James Decker.

STATEMENT OF WALTEK W. BRUDNO, COUNSEL. IN BEHALF OF 
CUMMINS ENGINE CO. AND KOBE, INC.; ACCOMPANIED' BY DEL- 
BEET BARNES, TAX COUNSEL, CUMMINS ENGINE CO.; AND JAMES 
DECKER, PRESIDENT, FINANCE, KOBE, INC.

Mr. WAITS. Identify yourselves, please.
Mr. BRUDNO. I am Walter W. Brudno, attorney at law from Dallas, 

Tex. I have specialized for many years in tax and legal problems of 
foreign trade and investment.
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I am accompanied today by Mr. Barnes on my right, who is tax 
counsel of Cummins Engine Co., Inc., of Columbus, Ind., and Mr. 
James Decker, vice president of finance, of Kobe, Inc., Huntington 
Park, Calif.

I appear for the very limited purpose of outlining the case histor 
ies of these two companies which I represent who have had experience 
with the effects upon U.S. exports of deferral of Federal income tax 
on a portion of the income from such experts.

As your committee is aware, the Internal Eevenue Code now pro 
vides a limited concession to exporters who can qualify a foreign- 
based selling company as an export trade corporation.

Also, a foreign-based company which does not qualify as an export 
trade corporation may obtain tax deferral where circumstances are 
such that its earnings are immune from taxation under subpart F.

The companies on whose behalf I appear have utilized these meth 
ods for minimizing Federal income taxes and the purpose of my 
testimony is to demonstrate that such utilization has materially in 
creased exports.

It is hoped that these case histories will provide positive indica 
tion of the probable effects of the DISC proposal and aid the com 
mittee in answering the critical question:

Is the proposal, if enacted, likely to have its intended effect ?
With much humility, I initiated the concept of the export trade 

corporation while the 1962 Eevenue Act was before the Senate, en 
listed the support of the concept in the Treasury and in the Senate 
and worked closely with Treasury representatives in the formulation 
of its technical requirements.

The provision as finally enacted fell far short of the original con 
cept in that it did not permit the use of a domestic corporation, re 
stricted the amount of deferable income below that which might be 
determined under normal application of section 482 of the Internal 
Eevenue Code, and permitted investment of tax-deferred earnings in 
narrowly defined categories of assets.

In consequence, the utility of this export incentive was drastically 
limited and only several dozen companies have been able to take ad 
vantage of it.

Nevertheless, although I, of course, cannot speak for other com 
panies which have established export trade corporations, the ETC's of 
Kobe, Inc., and Cummins Engine Co., Inc., evidence that even these 
highly restrictive provisions have had a materially beneficial effect 
upon their export trade programs.

Kobe, Inc., is a relatively small company with net annual sales of 
$11 million to $12 million. It designs, manufactures, sells, and services 
hydraulic oil well pumping and related equipment which was sold 
almost entirely to customers in the United States prior to 1959.

Shipment of a limited amount of equipment to Venezuela on a trial 
basis in early 1959 indicated a South American market for the prod 
ucts provided the company would establish local facilities for the re 
pair of equipment. (See affidavits attached.)

The necessary facilities included buildings, machinery and equip 
ment, inventory of repair and replacement parts, personnel qualified 
to train local personnel in the tearing down, inspection, repair, assem-
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bly, and testing of equipment, and qualified to instruct the users of 
equipment in its installation, startup, and operation.

At that time, Kobe's capital was approximately $2,800,000 and it 
had 45 shareholders, some of whom had invested most of their life's 
savings in the company.

Management concluded that it should not invest substantial por 
tions of the company's capital in a venture in which the market could 
not be accurately predicted, in an area characterized by high risk of 
revolution, political unrest, currency devaluation, exchange restric 
tion, expropriation, inflation, and so forth.

Management undertook the venture by limiting its initial invest 
ment to approximately $50,000 with the intention of supplementing 
it, if successful, through self-generated capital free of U.S. income tax.

Kobe International, Ltd., was organized in the Bahamas and has 
operated as sales and service representative in Latin America for Kobe, 
Inc., products to the present time. It has been recognized by the In 
ternal Revenue Service as an entity with substance which justifies the 
earnings attributed to it, without material adjustment.

The earnings of Kobe International, Ltd., of course, being a foreign- 
based company, have been free of U.S. income tax under the general 
immunity of foreign corporations from U.S. tax prior to 1963 and as 
an export trade corporation thereafter.

Kobe's South American business has produced substantial continu 
ing exports as shown in the attached graph. Without injection of any 
significant capital, Kobe International now has $540,000 invested in 
inventory of repair and replacement parts and equipment, all imported 
from the United States, $151,000 in land, buildings, and machinery 
and approximately $300,000 in notes and accounts receivable from 
customers for the exported products, all of which investment was made 
possible by the utilization of earnings upon which income tax has been 
deferred under the general principles applicable prior to 1963 and 
the ETC provisions thereafter.

Many of the high-risk factors apprehended by management at the 
outset have materialized. The currency of one country in which opera 
tions are carried on has been devaluated approximately 77 percent and 
in another approximately 27 percent.

Political unrest in some of these countries has produced wide swings 
in local economic activity and one country repudiated major contracts, 
with Kobe's customers, for the exploration and production of oil.

From time to time, remittance of foreign exchange required for the 
payment of products purchased by Kobe International from its U.S. 
parent was drastically curtailed.

The lack of local currency and financing facilities has required that 
the parent finance the foreign customer's purchases with low percent 
ages of down payment, long-term maturities, and a low-interest rate.

There is considerable doubt at the present time as to whether Kobe 
International's substantial investment in local inventories of its par 
ent's products could ever be returned to the States.

If its operations should be closed down in South America, the inven 
tory could not be sold due to absence of repair and service facilities.

Therefore, much of the U.S. taxes which have been deferred may 
merely represent deferral of taxes on illusory income; whereas the
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parent company has already paid U.S. taxes on its profits from the 
sale of those inventories to the subsidiary.

The U.S. Treasury, the U.S. balance of payments and the domestic 
labor force have been substantial beneficiaries of these operations. The 
operations have accounted for over $9 million of U.S. exports.

The U.S. income tax deferred on income of Kobe International has 
amounted to approximately $374,000, but the parent company has 
paid approximately $874,000 of U.S. income tax on its profit on the 
exports and $78,000 on tax on dividends from our taxable subpart F 
income of Kobe International.

It is estimated that approximately $1,715,000 of wages have been 
paid in respect of labor employed in the manufacture of exported 
products.

Had tax deferral not been available, Kobe's management would not 
have undertaken the initial step to launch its export program and 
none of these benefits to the U.S. economy would have been obtained.

For the second "case history" on the effects of tax deferral upon 
exports, I refer to the experience of Cummins Engine Co., Inc., with 
particular reference to the development of its exports to Mexico.

Cummins is a large manufacturer of diesel engines whose 1969 net 
sales amounted to approximately $410 million of which approximately 
$55 million were export sales.

A major factor in Cummins export operations is Cummins Diesel 
International Ltd., a wholly owned subsidiary, incorporated in the 
Bahamas.

Since its organization in 1959, the international company has 
achieved a substantial tax deferral on income from commissions paid 
to it by its parent for the promotion of sales abroad. This tax deferral 
was achieved prior to 1963 by virtue of immunity of foreign-based 
selling companies from U.S. tax jurisdiction and thereafter under the 
Export Trade Corp. and other provisions of subpart F. From its 
organization in 1959 through 1966, its tax deferred income totaled 
$5,560,000, upon which $2,873,000 of U.S. taxes would otherwise have 
been payable. Its operations have been recognized by the Internal 
Revenue Service as warranting the tax deferral achieved.

During this same period, the parent company paid approximately 
$10,111,000 of U.S. taxes on export sales made through the agency of 
the international company.

The parent's export sales in which the international company par 
ticipated during this period aggregated $178 million. Its labor payroll 
attributable to these sales amounted to $41,500,000.

In 1963, Cummins succeeded in establishing a sales and technical 
assistance relationship with a Mexican truck manufacturing company 
owned by the Mexican Government, in competition with competitors 
which included large Italian and French engine manufacturers.

A significant feature of this contract was Cummins' agreement to 
extend a revolving line of credit to the Mexican company in the amount 
of $7.5 million.

In 1967, the Mexican company desired to expand its contract with 
Cummins so as to include an additional line of diesel engines and 
entered into negotiations with Cummins.

It soon became apparent that these additional engines could not be 
sold to Mexico unless the credit line were increased by $3 million so 
that the total line would amount to $10.5 million.
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However, at that time, the company's general liquidity position and 
its debt to capital ratio, where such that management deemed it un 
wise to undertake an additional credit burden for the parent company, 
particularly in view of the fact that the existing credit extended to 
Mexico was disproportionate to the volume of the Mexican business 
and exceeded that extended in any other area of the world. Applica 
tion for Export-Import Bank financing of this transaction was denied.

The credit decision was particularly crucial at that time inasmuch 
as the initial arrangements with the Mexican company were due to 
expire in mid-1968 and it appeared that unless Cummins were will 
ing to renew the original $7.5 million line of credit and to grant the 
additional $3 million of credit it would not only lose the opportunity 
to sell the additional engine line to the Mexican company but would 
also jeopardize continuation of its established relationship.

At this time the Mexican Ministry of Trade and Commerce was in 
the process of tightening import controls so as to protect domestic 
manufacturers.

A well-known United Kingdom manufacturer had established a 
diesel engine plant in Mexico and was actively attempting to protect 
its market position by prevailing upon the Mexican Government to 
block the importation of other diesel engines.

The sale of the additional line of engines in Mexico could only be 
accomplished by extending the license arrangements and, since the 
Mexican company was reluctant to fund the additional tooling neces 
sary to introduce this line of engines into their trucks, the extension 
could only be obtained if Cummins would assume the additional 
financial burden.

As above noted, the international sales subsidiary had accumulated 
approximately $5.5 million of tax-deferred income.

In reliance upon the funds thus available, the parent contracted to 
add the second engine line to its Mexican contract and to extend the 
additional $3 million of credit, contemplating that the increase in notes 
receivable acquired from the Mexican company would be sold to 
Cummins' international sales subsidiary, which has actually been done, 
thereby permitting the parent to meet the additional financnig burden 
without impairing its own liquidity position.

By the end of 1970, it is estimated that Cummins' aggregate sales 
to the Mexican company from 1968 through 1970 will have amounted 
to approximately $13,651,000.

The company's aggregate sales during the preceding 3-year period 
totaled approximately $5,255,000. Therefore, the ability to extend the 
additional $3 million of credit because of the availability of tax- 
deferred earnings has resulted in an increase in export sales over, the 
period 1968 through 1970 estimated at approximately $8,400,000 and 
has prevented the decline in exports which would have resulted had 
the arrangements in Mexico been terminated because of failure to 
extend the additional credit.

The amount of U.S. income taxes incurred with respect to 
these exports to Mexico is estimated at $679,200 and the labor payroll 
attributable to the production of these amounts is estimated at $4,- 
989,000.

Of course, the benefits of this program will continue beyond the 
current year into the indefinite future, with corresponding benefits to 
the U.S. balance of payments, the U.S. Treasury and domestic 
employment.



2476

These two case histories are, of course, only isolated examples of 
export expansion through use of tax deferral. They point to some of 
the more common deterrents to expert trade: unwillingness or inabil 
ity to assume the added risks without a compensating advantage, un 
willingness to divert resources and production from domestic markets 
to the foreign market, and insufficient liquidity to carry the financing 
of foreign sales.

Since these examples involve utilization of tax deferral techniques 
which are quite limited in their attractiveness and restricted in their 
availability, they would seem to indicate that the broader benefits and 
more general applicability of DISC deferral would attract wider use 
and induce or facilitate an expansion of exports.

While it is not my purpose here to discuss the substance and tech 
nical aspects of the Treasury's DISC proposal, I do wish to call the 
committee's attention to areas which deserve enlargement as demon 
strated by the examples given:

1. In the case of Kobe, the establishment and operation of con 
tinuing field service facilities was essential to developing and main 
taining its foreign market, as evidenced by the excerpts from affi 
davits.

The affidavits are to the effect that the foreign customer would not 
have considered the use of Kobe equipment if the extensive service 
facilities had not been established in the neighborhood. The DISC 
legislation should make it clear that investment in such facilities and 
income from their operation would qualify.

2. Both Kobe and Cummins have found it advisable to utilize tax- 
deferred earnings, where available, to finance exports of affiliates in 
which the subsidiary enjoying the tax deferral did not participate.

If the foreign companies of Kobe or Cummins, if they were substi 
tuted by a DISC, should wish to loan money to Cummins or Kobe or 
one of their affiliates which was selling into the foreign market but not 
through the DISC, it appears that those loans would not qualify un 
der the DISC proposal. It seems strange that loans to both affiliated 
and nonaffiliated companies for financing expansion of plant for the 
production of products which are not sold by the DISC should qualify, 
but tha,t loans to either affiliated or nonaffiliated companies to finance 
the export sale of these same products should be disqualified.

Since the object of the whole legislation is to encourage exports, it 
seems to me to be contrary to the purpose of the legislation that they 
should permit investment in plant-producing exports which the DISC 
does not have to sell, but the DISC cannot finance the exports them 
selves, the products of those plants.

I respectfully submit that the two case histories I have described 
evidence the benefits which exports may derive from tax deferral, ajid 
that the two examples of areas in which the DISC proposal falls short 
demonstrate the importance of affording industry representatives the 
opportunity to provide insights into the practical exigencies of any 
implementing legislation, some of which are obscure to those who 
have not ha,d direct experience with this type of operation.

I think, it is extremely important that whatever legislation may bo 
finally introduced on this proposal be given further opportunity for 
comment and suggestions from industry representatives.

Thank you very much.
(The document referred to follows:)
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THE IMPORTANCE OF FIELD SERVICE TO EXPORT
Many types of products cannot be sold in export unless local facilities are 

established and maintained for their installation, start-up, maintenance and 
continuing repair. In connection with, an Internal Revenue audit of Kobe, 
Inc. in 1966, evidence to this effect was presented to the Service which included 
numerous affidavits of customers' South American field personnel. The follow 
ing are excerpts from these affidavits1 :

"... responsible people in our outfit knew, that Kobe had caused Kobe Inter 
national to be formed and that Kobe International was committed to service 
and repair the Kobe systems. We would not have gone to Kobe pumps unless 
adequate service and repair facilities in Venezuela near the Boscan Field were 
assured. We ourselves had no capability to service and repair .Kobe pumps and 
had no interest in acquiring such capabilities."
*******

"We would expect Kobe International to continue to provide us with services 
on the Kobe pumps in Venezuela so long as we have the pumps operating and 
even though we do not make any new installations. If Kobe International failed 
to provide such service, it would adversely affect the relations of Kobe with 
the entire Standard of California organization, which is a customer for Kobe 
pumps in the United States, and would also have a bad effect on Kobe's reputa 
tion generally."
*******

"I do not think I would have recommended going to Kobe equipment, and I do 
not think that such a recommendation would have been accepted by our man 
agement, had we not had an expectation of adequate service back up. There are 
many things, as we know from experience with much simpler equipment operating 
outside the United States, which will cause trouble if we do not have service to 
back up the equipment. In general, the equipment will not work out without the 
service."
*******

Under the Treasury's DISC proposal, it appears that facilities necessary to 
meet the above requirements would not constitute qualified assets 'and that the 
receipts from field service would not constitute qualified receipts unless the 
statutory language were sufficiently broad as to treat continued service or repair 
of products already sold as services "ancillary and subsidiary" to the sales.

Mr. WATTS. Thank you very much for your statement.
Do the other gentlemen have statements ?
Mr. BRTONO. They have no statements, sir. They have accompanied 

nie primarily for the purpose of being able to answer any questions.
Mr. WATTS. Mr. Ullman.
Mr. ULLMAN. Your bringing to the committee these specific exam 

ples has been very helpful. I want to say that I have been greatly con 
cerned about the problem of export financing which I think is one of 
the real crucial ways to help our export industry and one of the ways 
in which I think we have fallen far behind the practices of other 
nations.

Is it your judgment that DISC could be simply broadened to cover 
export financing?

Mr. BRUDNO. First, sir, I think that DISC should permit financing 
of any transaction which is beneficial to exports whether or not the 
DISC participates in those exports.

I see no reason why DISC should not be permitted, for example, 
say a DISC of Kobe, Inc., to loan its funds or purchase receivables 
of Cummins, Inc., even though the two companies are totally un 
related.

This is enabling Cummins to promote its export program just as 
effectively as though it were selling its receivables to its own sub 
sidiary.
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I don't see any reason to lock the financing into the activities of the 
DISC, itself, as long as the financing is going to promote somebody's 
exports.

The program is designed to promote not the exports of a particular 
company, but the total U.S. exports.

Mr. ULLMAN. We have to think that one through. We will have to 
get the judgment from the people downtown, too. But if it can be tied 
down to do what we want it to do, I certainly would agree with you.

Mr. BRTJDNO. I might point out, sir, that the export trade corpora 
tions, although the Treasury seems to have some doubt on this point 
I have none whatsoever, provide for a qualified investment of an 
export trade corporation to include evidence of his indebtedness re 
ceived from foreign customers for the sale of export property, property 
manufactured in the United States for export, with no limitation as 
to whom those receivables must be purchased from.

I see no reason why similar language could not be incorporated, 
perhaps with some clarification, because Treasury does doubt whether 
the FTC provisions are this broad.

I see no reason why this language could not be incorporated in the 
DISC language.

I should point out that the examples I have given demonstrate not 
only the potential utility of a DISC in financing exports, but also, 
particularly as indicated in the case of Kobe, in overcoming the nat 
ural reluctance of small- and medium-size manufacturers to go into 
foreign operations in any event, and particularly to assume the large 
variety of unknown hazards which exist in any extensive foreign 
operations.

Mr. ULLMAN. Thank you.
Mr. WATTS. Are there any questions ? Mr. Gibbons ?
Mr. GIBBONS. I understand how tax deferrals would create a greater 

cash flow within the business, but I don't think I thoroughly under 
stand how this greater cash flow would help our trade balance situa 
tion.

What would the company in question do as far as the foreign cus 
tomer is concerned, particularly, to make it more attractive to pur 
chase ?

Mr. BRTJDNO. Let me revert to the example of Kobe. They could not 
make their products attractive to their customers unless they made 
commitment for substantial investment in local field service facilities.

Kobe was unwilling or unable to do this. They have made the invest 
ment exclusively out of tax-deferred earnings. If they had not had 
the prospect of tax-deferred earnings, they would not have made the 
investment, as demonstrated by the fact that they only committed 
$50,000 to the initial investment, whereas they now have roughly three- 
quarters of a million dollars invested in these same facilities.

Mr. GIBBONS. You are doing that under the present law ?
Mr. BRTJDNO. We are doing that under the present law because we 

happen to be fortunate enough to be able to take advantage of the 
very restrictive provisions of the Export Trade Corporation sections 
of subpart F.

As you know, only a few dozen companies have found it convenient
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to use those provisions and DISC would provide the facilities to a 
much broader range of companies with much less complications.

The ETC provisions as interrelated with subpart F, are horrendously 
complicated.

Mr. GIBBONS. So you think it is the servicing for all other com 
panies that would really do this, not a reduction of the actual selling 
price, is that it ?

Mr. BRUDNO. No. Let me make it clear, sir, I Avas merely trying to 
present these examples, concrete examples, of how tax deferral has 
been used in two specific cases.

Mr. GIBBONS. Let me ask you this: This tax deferral, what would 
the ordinary company do? Would it reduce the price of its product 
to make it more competitive ? Is that what it would do ?

Mr. BRUDNO. I think not. I think, one: They would make a favorable 
decision to go into export which may otherwise be a decision to manu 
facture.

For example, a company could decide to license the manufacture of 
its products abroad if it did not want to undertake the risk, or it 
could decide to set up a foreign manufacturing plant, or it could de 
cide to stay out of the market entirely.

This will weigh heavily in that decision, because the net after 
tax funds which are at risk is, of course, an important management 
decision in considering any venture, domestic or foreign.

Two: It would encourage management to spend more money on 
export promotion, because the allocation rules provided in the DISC 
proposal would give an added tax deferral based upon the sums spent 
on export promotion, plus the fact it would make funds available 
for export promotion which would otherwise have been paid in taxes.

Mr. GIBBONS. What you are really saying is they would just try 
harder if they had this tax incentive?

Mr. BRUDNO. I think that is true, sir. I think that is implied in the 
term "incentive." The purpose of an incentive is to provide motivation 
to try.

Mr. GIBBONS. Thank you.
Mr. WATTS. I would assume, from what I have heard you say, that 

there are many companies today who don't get into the export mar 
ket very much, but if this was in the law and they could get this 
tax deferral, it would cause a lot of them to move into the export 
business.

Mr. BRUDNO. I think this is unquestionably true. Plus, I think, 
there are many companies, particularly large companies, who are 
constantly confronted with the decisions of whether to expand their 
domestic or their foreign products.

I think this would throw substantial weight in favor of expanding 
their domestic production for export rather than foreign produc 
tion to meet the market requirements.

Mr. WATTS. You could do this today if you form a foreign sub 
sidy? Don't you have foreign subsidies that allow you to do what 
you are doing now with a deferral ?

Mr. BRUDNO. Only to a limited extent.
Mr. WATTS. What DISC would do is to allow you to form a do 

mestic export corporation or trade company and get the same treat 
ment you would under the limited subsidiary ?
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Mr. BRTJDNO. This is correct. In fact, this was exactly my proposal 
to Congress in 1962 when the Export Trade Corporation provisions 
were considered.

I think we need a domestic corporation merely because of the case 
of forming and operating a domestic corporation.

I think we need to broaden the types of investment and the types 
of income which such corporation can receive tax-free.

I would like to point out, sir: You mention that foreign manufac 
turers can also get the benefit of tax referral. If they are maufactur- 
ing in a relatively high tax country, say in a European country where 
the taxes are substantially as high as those of the United States, it is 
very difficult for them to achieve this, for if they set up a sales com 
pany comparable to a DISC in a low-tax country, such as Panama, 
the Bahamas, or Luxembourg, and the income of that company from 
the purchase and sale of the foreign-manufactured products would be 
subpart F income taxable back to the U.S. parent.

So they do not have the ability to defer that kind of income.
What I am saying is they should be encouraged to use the DISC 

proposal to defer income from U.S.-manufactured products as com 
pared with the nonavailability of deferral with respect to foreign- 
manufactured products.

Mr. WATTS. Are there any further questions ?
Mr. Collier.
Mr. COLLIER. Kegarding Kobe, Inc., was that name developed for any 

particular reason? Does it have any special significance?
Mr. DECKER. Sir, that is a nickname. Mr. C. J. Coberly was the 

founder and inventor of the hydraulic oil well pumping system. His 
name is spelled C-o-b-e-r-l-y. He has been highly recognized by in 
dustry for the contributions they have made. The nickname Kobe has 
stuck with him all these years. It is not a Japanese corporation.

Mr. COLLIER. Thank you. I was just curious to know of its origin.
Mr. WATTS. Thank you very much, gentelmen. You have made a 

fine appearance.
Mr. BRTJDNO. Thank you.
Mr. WATTS. The next witnesses will be Messrs. C. E. Golson and 

H. L. Rutherford.

STATEMENT OF CHAEXES E. GOLSON, ON BEHALF OF INTERNA 
TIONAL ENGINEERING & CONSTRUCTION INDUSTRIES COUNCIL; 
ACCOMPANIED BY H. L. RUTHERFORD

Mr. GOLSON. I am Charles Golson. I speak for the International 
Engineering & Construction Industries Council. I have with me Mr. 
Harold Rutherford, tax manager for the Loomis Co., one of our 
member companies.

The International Engineering & Construction Industries Council 
welcomes this opportunity to present its views with respect to Treas 
ury's Domestic International Sales Corporation (DISC) proposal.

The council is composed of the Associated General Contractors of 
America, the Consulting Engineers Council of the United States and 
the National Constructors Association. The first comprises almost 
9,000 general contractors, the second includes approximately 8,000
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consulting engineers, and the NCA is composed of 33 firms of engi 
neers and constructors. These three associations represent the engi 
neering and construction industry in the U.S.A. and abroad, with 
a total annual volume of contracts approaching $70 billion, 10 percent 
of which are performed abroad. Of this amount, more than 60 percent 
are actual exports of goods, equipment, and materials derived from 
U.S. engineering and construction services.

In general, the council would support this proposal but would urge 
that certain modifications be made to attain greater effectiveness in 
the promotion of U.S. exports.

1. EXTENSION OF DISC TO COVER ENGINEERING AND CONSTRUCTION
SERVICES

In restricting the applicability of DISC to those services "ancil 
lary" to export sales, the proposal fails to recognize the conclusions 
of several studies, such as the recent report by the Advisory Commit 
tee to the National Export Expansion Council, which have established 
that export of American "know-how" not only contributes to, but is 
a definite determinant in the export of equipment and materials.

Agencies of the Government such as the Export-Import Bank, the 
Agency for International Development, and the Department of Com 
merce, recognize that the engineering and construction services are 
true exports and offer financing to support them.

It is, therefore, recommended that such services, whether they be 
accompanied by the export of equipment under the single responsi 
bility concept or offered alone, be explicitly recognized as a source 
of foreign income attributable to a DISC.

2. CLARIFICATION OF APPLICABLE SOURCE INCOME

In the limitation of income attributable to a DISC to a minimum 
of 95 percent of foreign origin, the following clarifications might 
prove helpful:

(a) Remove the risk of misinterpretation of this requirement by 
establishing disqualification for noncompliance over a number of 
years—for example, 3 years—so that if the income source and asset 
utilization tests are not met at any point, corrective action can be taken 
by the corporation.

(b) As an additional measure, allow a DISC to retain qualification 
by distributing nonexpert income, if it occurs in situations where 
the 95-percent gross income test would be foiled.

(c) Establish as allowable source of foreign income to a DISC:
(i) Payments for non-U.S. personnel performing services

abroad for a DISC employer directly or through its foreign
subsidiaries.

(ii) Payments for non-U.S. equipment or materials acquired
by a DISC or its foreign subsidiary as part of an export sale by
said DISC or its foreign subsidiary.

(iii) Payments to a DISC or a foreign subsidiary of same for
1 icenses, royalties, or technical services of U.S. origin.
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3. REMOVAL, OF ARMS-LENGTH REQUIREMENT OF SECTION 482 IRC

In transactions between U.S. parent and foreign subsidiary com 
panies, existing inequities of section 482 of the Internal Bevenue Code 
should be clearly and specifically relieved. Present "arms length" re 
quirements should be eliminated between the parent company and the 
DISC, and, in turn, between the DISC and foreign subsidiaries or 
branches. Incremental costs could be considered as a possible basis 
for such transactions.

4. PROVISIONS FOR TERMINATION OF DISCS

In view of the fact that the tentative proposal does not provide a 
fixed termination for the existence of a DISC it is recommended that, 
recognizing the possibility of its sudden termination which would com 
pel the immediate payment of all previously deferred taxes, provisions 
should be included to allow a DISC, whether the cause of termination 
be voluntary or involuntary, to terminate its special tax status grad 
ually and to pay incurred taxes over a period of years.

5. TAX-FREE CORPORATE REORGANIZATIONS

Corporate reorganizations which might result from the adoption by 
the Congress of the DISC proposal should be specifically free of 
taxes which might result therefrom.

6. GUIDANCE AS TO ACCOUNTING PRINCIPLES

Present accounting principles do not take into account such tax 
deferrals as would be offered by the proposed DISC'S and these prin 
ciples will require modifications; this will apply more especially to 
interpretations by the Office of International Operations of the 
Internal Eevenue Service. Provisions should be incorporated to present 
suitable guidance and interpretations of the intent of the measure.

The proposed DISC with amendments suggested herein would con 
tribute some redress to a situation which has been a major factor in 
placing the U.S. engineering and construction industry in a poor com 
petitive position in world markets and has consequently been a factor 
in the decline of our balance of trade.

It is generally recognized that unless a U.S. firm has specified U.S. 
goods, equipment or materials, such purchases are most likely to be 
made in other countries.

7. WESTERN HEMISPHERE TRADING CORPORATIONS

A much simpler solution, in our opinion, would be to extend the 
benefits of reduced tax rates now applicable to Western Hemisphere 
trading corporations to worldwide export operations. The reduced tax 
rate would reduce the burden of U.S. taxes on U.S. engineers and 
constructors without deferring indefinitely the collection of these more 
reasonable taxes by the U.S. Treasury.

It has been suggested that perhaps a further incentive might be 
needed to give us a chance to compete. This is the value added tax,
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which is apparently permissible under GATT since it is being used 
against us in every developed foreign country.

We submit that this should be considered as a further step in the 
right direction.

The International Engineering & Construction Industries Coun 
cil concurs and urges your support with these qualifications and your 
approval of the DISC proposal.

Thank you very much.
(The prepared statement of the International Engineering & Con 

struction Industries Council follows:)
PREPARED STATEMENT OF THE INTERNATIONAL ENGINEERING & CONSTRUCTION 

INDUSTRIES COUNCIL RE TREASURY'S DOMESTIC INTERNATIONAL SALES CORPORA- 
TIONAL PROPOSAL
The International Engineering and Construction Industries Council welcomes 

this opportunity to present its views with respect to Treasury's Domestic Inter 
national Sales Corporation (DISC) Proposal.

The Council is composed of The Associated General Contractors of America, 
the Consulting Engineers Council of the U.S. and the National Constructors 
Association. The first comprises almost 9,000 general contractors, the second 
includes approximately 8,000 consulting engineers, and the NCA is composed 
of 33 firms of engineers and constructors. These three associations represent 
the engineering and construction industry in the U.S.A. and abroad, with a total 
annual volume of contracts approaching seventy billion dollars, 10 percent 
of which are performed abroad. Of this amount, more than 60 percent are actual 
exports of goods, equipment and materials derived from U.S. engineering and 
construction services.

In general the Council would support this proposal but would urge that certain 
modifications be made to attain greater effectiveness in the promotion of U.S. 
exports.

1. EXTENSION OF DISC TO COVEB ENGINEERING AND CONSTRUCTION SERVICES

In restricting the applicability of DISC to those services "ancillary" to export 
sales, the proposal fails to recognize the conclusions of several studies, such as 
the recent report by the Advisory Committee to the National Export Expansion 
Council, which have established that export of American "know-how" not only 
contributes to, but is a definite determinant in the export of equipment and mate 
rials. Agencies of the government such as the Export-Import Bank, the Agency 
for International Development, and the Department of Commerce, recognize 
that the engineering and construction services are true exports and offer financ 
ing to support them. It is, therefore, recommended that such services, whether 
they be accompanied by the export of equipment under the single responsibility 
concept or offered alone, be explicitly recognized as a source of foreign income 
attributable to a DISC.

2. CLARIFICATION OF APPLICABLE SOURCE INCOME

In the limitation of income attributable to a DISC to a minimum of 95 per 
cent of foreign origin, the following clarifications might prove helpful:

(a) Remove the risk of misinterpretation of this requirement by establishing 
disqualification for non-compliance over a number of years (e.g., three years) 
so that if the income source and asset utilization tests are not met at any point, 
corrective action can be taken by the corporation.

(6) As an additional measure, allow a DISC to retain qualification by distrib 
uting non-export income, if it occurs, in situations where the 95 percent gross 
income test would be foiled.

(o) Establish as allowable source of foreign income to a DISC :
(i) Payments for non-U.S. personnel performing services abroad for a 

DISC employer directly or through its foreign subsidiaries.
(ii) Payments for non-U.S. equipment or materials acquired by a DISC 

or its foreign subsidiary as part of an export sale by said DISC or its foreign 
subsidiary.
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(iii) Payments to a DISC or a foreign subsidiary of same for licenses, 

royalties, or technical services of U.S. origin.

3. REMOVAL OF ARMS-LENGTH REQUIREMENT OF SECTION 482 IRC

In transactions between U.S. parent and foreign subsidiary companies, exist 
ing inequities of Section 482 of the Internal Revenue Code should be clearly and 
specifically relieved. Present "arms length" requirements should be eliminated 
between the parent company and the DISC, and in turn between the DISC and 
foreign subsidiaries or branches. Incremental costs could be considered as a pos 
sible basis for such transactions.

4. PROVISIONS FOR TERMINATION OF DISCS

In view of the fact that the tentative proposal does not provide a fixed termi 
nation for the existence of a DISC it is recommended that, recognizing the possi 
bility of its sudden termination which would compel the immediate payment of 
all previously deferred taxes, provisions should be included to allow a DISC, 
whether the cause of termination be voluntary or involuntary, to terminate its 
special tax status gradually and to pay incurred taxes over a period of years.

5. TAX-FREE CORPORATE REORGANIZATIONS

Corporate reorganizations which might result from the adoption by the Con 
gress of the DISC proposal should be specifically free of taxes which might re 
sult therefrom.

6. GUIDANCE AS TO ACCOUNTING PRINCIPLES

Present accounting principles do not take into account such tax deferrals as 
would be offered by the proposed DISCs and these principles will require modi 
fications ; this will apply more especially to interpretations by the Office of Inter 
national Operations of the Internal Revenue Service. Provisions should be incor 
porated to present suitable guidance and interpretations of the intent of the 
measure.

The proposed DISC with amendments suggested herein would contribute some 
redress to a situation which has been a major factor in placing the U.S. engineer 
ing and construction industry in a poor competitive position in world markets 
and has consequently been a factor in the decline of our balance of trade.

It is generally recognized that unless a U.S. firm has specified U.S. goods, 
equipment or materials, such purchases are most likely to be made in other 
countires.

7. WESTERN HEMISPHERE TRADING CORPORATIONS

A much simpler solution, in our opinion, would be to extend the benefits of re 
duced tax rates now applicable to Western Hemisphere Trading Corporations to 
world wide export operations. The reduced tax rate would reduce the burden 
of t}.S. taxes on U.S. engineers and constructors without deferring indefinitely 
the collection of these more reasonable taxes by the U.S. Treasury.

8. VALUE-ADDED-TAX

A further incentive to U.S. exporters of services would be the adoption of a 
value-added-tax, rebatable on exports and assessed on imports of services of 
foreign sources. This formula, which is becoming more prevalent in Europe, 
is accepted as legitimate under GATT rules. This new departure would have 
to be accompanied by a suitable reduction in direct taxes on foreign based 
income of exporters of goods and services. In any case, the members of our 
associations will welcome this initiative as a first step in the right direction. 
This will grant some relief, if proper qualifications are introduced, to a situation 
which has worked to the detriment of our balance- o£ trade and of our balance 
of payments.

Mr. WATTS. Are there any questions ?
If not, thank you for your appearance.
Mr. GOLSON. Thank you, sir.
Mr. WATTS. The next witness is Mr. Peter Alevra.
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STATEMENT OF PETER ALEVRA, ON BEHALF OF THE PULP & PAPER 
MACHINERY ASSOCIATION; ACCOMPANIED BY MARK JOELSON, 
COUNSEL
Mr. ALEVRA. My name is Peter Alevra. I am vice president of Black 

Clawson Co. I am accompanied by counsel, Mr. Mark Joelson.
I am appearing before you on behalf of the Pulp & Paper Machinery 

Association to present that group's views on certain proposals in 
the administration bill which is one of the subjects of this hearing.

SUMMABY

The Pulp and Paper Machinery Association is comprised of over forty firms 
which are engaged in the manufacture of the machinery used to convert timber 
and other raw fibrous materials into pulp and finished paper products. The 
Association supports the proposal in the Administration's foreign trade bill 
which would facilitate escape clause tariff relief.

Recently, imports of pulp and paper manufacturing machinery have greatly 
increased, because of advantages to foreign manufacturers from export incentive 
programs and lower foreign costs. Increased imports have resulted in unemploy 
ment, underutilization of production facilities, lower profit margins and a 
diminishing foreign trade balance for the industry. The Association supports 
the aforementioned legislative proposal which will make the law better 
designed to protect the competitive health and vigor of the U.S. pulp and paper 
machinery industry.

Mr. ALEVRA. Our association comprises some 40 U.S. manufacturers 
which are producing machinery used to convert timber and other raw 
fibrous materials into pulp and finished paper products.

The association's members have plants located throughout the 
United States, with extensive manufacturing facilities located, for 
example, in the New England States, New York, Pennsylvania, Ohio, 
Wisconsin and in the Far West, particularly in Oregon and 
Washington.

Our industry is vitally concerned with foreign trade matters, and 
we are deeply appreciative of this opportunity to express our views.

THE PROCESS BY WHICH PAPER IS MADE

By way of background, I should summarize the industrial activity to 
which we contribute. The process by which timber and other raw 
fibrous materials are converted into marketable paper products is very 
complex.

It requires intricate and expensive machinery which must be inte 
grated into an efficient production system.

In addition to machinery, each system requires sophisticated and 
rigorous engineering supervision. In the conversion process, the raw 
timber must first be borken down to small chips. The chips are then 
converted into pulp through several steps, requiring application of 
substantial quantities of chemicals and energy.

The pulp is then further refined and converted into paper by the use 
of an elaborate system of presses and dryers. Often the paper product 
is then subjected to one of several coating processes in which clay, 
plastic, or polymer finishes are applied to produce the salable end 
product.

Depending on the quality of the paper produced, literally hundreds 
of different kinds of machinery are required for the entire operation.
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THE PRESENT TARIFF PICTURE

Machines for producing cellulosic pulp, paper, and paperboard are 
imported in this country mainly under TSUS Item 668.00.

Prior to the Kennedy round negotiations, the import tariff on pulp 
and papermaking machinery was 7 percent ad valorem; pursuant to 
the agreements reached, the duty was reduced to 6 percent in 1968, 
to 5.5 percent in 1969 and to 4.5 percent in 1970.

Moreover, further reductions are scheduled that will reduce the 
duty to 3.5 percent ad valorem in 1972. Our industry thus find itself 
with no tariff shield of any significance.

RECOMMENDATIONS OF THE PULP & PAPER MACHINERY ASSOCIATION

We appear before you in. support of the proposals in H.E. 14870, 
the proposed Trade Act of 1969, which would liberalize the criteria for 
tariff adjustment. The pulp and paper machinery industry is today 
suffering grave injury from import competition. We strongly endorse, 
as necessary and desirable to offer recourse to domestic industries such 
as ours, the adoption of the proposed legislation's more fair and work 
able standard for escape clause relief.

REASONS FOR CONCERN OVER THE GROWTH OF IMPORTS

Let me describe the predicament of our industry which underscores 
the need for this kind of legislative relief. Imports have been increas 
ing dramatically. They have jumped 110 percent in the last 4 years, 
from $22.4 million in 1965 to $46.6 million in 1969. Our concern over 
this acceleration has turned to alarm for two reasons. First, this rapid 
growth of import competition has idled productive facilities, has re 
sulted in loss of jobs within the industry and has seriously diminished 
profit margins. The loss in terms of both jobs and profits to American 
industry has recently been brought sharply home by the entry into 
bankruptcy proceedings of one of the largest and oldest American 
manufacturers of paper processing machinery.

Second, it appears that the success of foreign sellers in U.S. markets 
is primarily the result of factors against which individual members 
of the U.S. industry are powerless to defend. In addition to having 
the benefit of the lower wage rates prevailing in the competing coun 
tries, foreign manufacturers are given substantial financial advan 
tages by export incentive programs. Thus, they benefit from capital 
made available by their governments at the very low interest rates to 
finance exports destined for the United States.

For example, a foreign seller is often enabled to offer financing to 
his U.S. customer at an interest rate as low as 4i/k percent per annum, 
with repayment periods of up to 10 years. By contrast, the American 
supplier of the same equipment would have to offer his U.S. customer 
financing terms at the current prime interest rate of S 1/^ percent to 
10 percent.

In view of such factors, you can readily see that the recent successes 
of imports, to which I refer, cannot be explained by the greater effi 
ciency of foreign competitors.
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DAMAGING RESULTS OF IMPORT GROWTH

The import competition of which I speak comes entirely from 
sophisticated and highly industrialized countries as Sweden, Finland, 
Italy and Germany. During the past 6 months there have been, two 
large plant expansions in the United States 'involving equipment for 
this industry, and in both cases the machinery was purchased from 
European firms. This represents 100 percent of our business in the 
past 6 months that has gone to Europe. The foreign firms were able 
to offer prices substantially lower than those that could be offered by 
U.S. firms, and it appears that the major factor making up the price 
differential in each case was the lower cost of European financing.

The recent successes of the European manufacturers are bound to 
attract others. A Japanese company will soon be supplying machinery 
to a major project in Hawaii, and we have good reason to believe 
that substantial competition from Canada, is about to materialize.

A look at the other side of the coin, the record of sales of American- 
made pulp and paper machinery abroad, is not reassuring. Since 1965, 
exports of U.S. machinery have on average shown almost no growth. 
In fact, total exports during I960 were about 7 percent below those 
of 1968. This is explained by the higher wages paid to U.S. labor and 
the large labor quotient necessary to produce this nonstandardized 
machinery, as well as by the rising costs of other inputs. Interpreting 
this in the light of the recent spectacular import growth paints a very 
bleak picture, indeed.

From 1968 to 1969. the positive balance of trade for our industry 
declined by more than 40 percent. This precipitous drop demonstrates 
the growing inability of our industry, like so many others, under 
present circumstances to contribute to the strength of the U.S. dollar.

The harmful effects caused by the unfair competitive advantages of 
foreign manufacturers are increasingly severe. Members of the asso 
ciation employ approximately 40,000 Americans in the manufacture 
of paper-producing machinery. But this figure does not tell the entire 
story. The jobs of many more Americans depend upon our industry. 
This is because the desijjn and installation of a paper production line 
or a part thereof requires machinery and equipment produced by in 
dustries other than our own.

For example, electric motors and pumping machinery produced by 
other sectors of the American economy are required throughout the 
production line of a paper manufacturing plant. Foreign sales of 
paper machinery in the United States mean job losses not only for 
employees of the members of the Association, but also for employees 
in the electrical industry, the pump manufacturing industry and for 
American engineers.

A further harmf ul impact resulting from the increasing importation 
of this complicated machinery arises from the difficulties of adequate 
servicing. Domestic manufacturers have large staffs for the purpose of 
providing services. By contrast, foreign manufacturers cannot provide 
the same services. This is underlined by the fact that foreign manu 
facturers operate in the United States primarily by -use of selling 
agents. No foreign manufacturer maintains peramnent service per 
sonnel in this country. Though lack of adequate servicing might be 
thought to deter a decision to purchase foreign machinery, recent ex-
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perience shows that the financial advantages of foreign purchases over 
come this potential deterrent. This problem of service is particularly 
appropriate for consideration, for its gravity will become apparent 
only sometime in the future when machines of foreign origin begin to 
wear out. Should other American manufacturers be forced out of busi 
ness during this time lag, the availability of American service as an 
alternative will also decline.

In conclusion then, we of the American paper processing machinery 
industry heartily endorse the modifications to the escape clause provi 
sions which are contemplated by the proposed Trade Act of 1969. We 
view the making of these necessary changes not as a means to diminish 
international competition through protectionism but rather to make 
our law better designed to preserve the competitive health and vigor 
of the U.S. industry.

Thank you again, Mr. Chairman, and distinguished members of the 
committee, for this opportunity to appear.

Mr. WATTS. Thank you very much.
You favor the administration bill, and solely because of the escape 

clause?
Mr. ALEVRA. Yes, sir.
Mr. WATTS. Is there anything else in the bill which would aid your 

situation ?
Mr. ALEVRA. Sir, we are studying this in detail but our association 

has not taken a position on the other matters. We will be deciding on 
this very, very quickly.

Mr. WATTS. Does the escape clause feature provide for a higher tariff 
or does it just provide for money assistance to those corporations that 
are hit ?

Mr. ALEVRA. I believe it could provide for a higher tariff, yes.
Mr. JOELSON. Congressman, if I might interject, the association is 

well aware of the adjustment assistance provisions, and is somewhat 
in favor of them.

'However, they feel much more strongly about the escape clause 
tariff relief provisions and the contemplated for liberalization of that 
procedure.

It is for this reason that they have concentrated their common effort 
in this statement on that aspect of the bill.

Mr. WATTS. Are there any other questions ?
If not, thank you very much for your presentation.
The next witness is Dr. Henry D. Sharpe, Jr.

STATEMENT OF HENRY D, SHARPE, JR., FIRST VICE PRESIDENT, 
NATIONAL MACHINE TOOL BUILDERS ASSOCIATION; ACCOMPA 
NIED BY DANIEL W. LeBLOND

Mr. SHARPE. Mr. Chairman and members of the committee, my 
name is Henry D. Sharpe, Jr. I am the president of the Brown & 
Sharpe Manufacturing Co. of North Kingstown, K.I., and first vice 
president of the National Machine Tool Builders Association.

I have brought with me today Mr. Daniel W. LeBlond, who is 
president and general manager of LeBlond, Inc., of Cincinnati, Ohio.
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SUMMARY

Imports of machine tools have increased drastically in the last five years, both 
in relation to exports and domestic consumption. Segments of the domestic 
industry have already experienced injury, and the industry as a whole is 
threatened.

Competitive inequalities in the world market place encourage the expatriation 
of our historic machine tool production capability, leaving a serious question as 
to whether the United States will continue to maintain the ability to supply its 
own vital requirements of machine tools.

The factors that make the U.S. machine tool market so vulnerable to competi 
tion from imports also operate, along with foreign-created barriers, seriously to 
impede the domestic industry's efforts to expand exports.

In the light of these conditions, NMTBA—
1. Opposes negotiation of any further tariff concessions.
2. Favors adoption of a system of import surcharges that would increase 

as imports rise significantly above certain base levels.
3. Favors legislation to liberalize the Escape Clause.
4. Favors fundamental reform and modernization of our tax treatment 

of capital depreciation.
5. Favors a greater use by the Federal Government of indirect taxation, 

including adoption of a value added tax.
6. Favors the enactment of legislation that would facilitate the negotiated 

reduction or elimination of non-tariff trade barriers abroad.
7. Favors simplification and modification to the extent consistent with our 

national security of our export control procedures.
8. Favors expanded Governmental assistance in export financing.
9. Favors enactment of tax incentives for exports.
10. Favors amendment of the Tariff Act to provide for the determination 

of duty on the basis of C.I.F. rather than F.O.B. values.
We would like to review with you the state of the tariff situation as 

it impinges on the machine tool industry.
By way of review, we would like to call your attention to a statement 

made here in 1968 by Mr. Philip O. Geier, president of the then Cin 
cinnati Milling Machine Co., now Cincinnati Milacron, who spoke 
here and essentially laid forth the attitude of the machine tool in 
dustry in regard to tariffs at that time.

We have prepared for you today, and you have in your possession, 
a new statement, which is keyed to that made by Mr. Geier, in 1968, 
which we would like to have placed into the record.

Since this is rendered in considerable detail, we would be happy to 
try to answer questions about it.

I would, however, like to devote my oral testimony, if I may, to some 
views as to the situation in the machine tool industry at the present 
time, which are not covered in the official statement which you have 
before you.

Mr. WATTS. Do I understand you have an official statement and you 
want that in the record in toto ?

Mr. SHARPE. Yes, sir.
Mr. WATTS. And you are going to comment on it ?
Mr. SHARPE. That is right.
Mr. WATTS. You may proceed.
Mr. SHARPE. First of all, I would like to make an observation on the 

state of the industry in general.
The machine tool builders represented by the National Machine 

Tool Builders Association comprise approximately 80 percent of all 
the machine tool builders'in the United States, and represented about 
110,000 jobs in 1969.

At the present moment, based on incoming orders for machine tools
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received by the members of our association during the first 4 months 
of 1970, this entire U.S. industry is off 44.7 percent relative to this 
same time last year.

Although we do not possess up-to-date figures on what has happened 
to employment during this very steep falloff, it is our best guess that 
at least 11,000 jobs, and probably more nearly 20,000 to 25,000 jobs, 
have been lost during the last 4 or 5 months owing to the dramatic 
contraction of this essential industry.

As a matter of illustration as to what is happening, let me point 
out what this has meant in our own company in the last 6 or 7 weeks.

Brown & Sharpe Manufacturing Co. is one of the largest private 
employers of skilled labor in the Rhode Island labor market.

We normally employ in Rhode Island approximately 2,400 persons 
and often many more. During the month of April as we were having 
our own share of this dramatic, industrywide falloff, we became ex 
tremely concerned about maintaining the company in a workable 
inventory position.

We reached the conclusion that we should, at least for a month, lay 
off 1,300 of these 2,400 Rhode Island employees. That is approximately 
half of our Rhode Island workforce.

At the conclusion of the month, after we had resurveyed the low 
state of affairs, we took back about 800 people, and it now appears that 
it will be necessary that some of those 800 who were called back in 
mid-May may yet have to be laid off for an indefinite period.

To give another illustration of how this situation affects individual 
companies in our industry, another leader of our machine tool world, 
with whom I was talking very recently, is the president of a prominent 
family-owned machine tool building company. He confessed to me that 
for the first time since the great depression his company is now appar 
ently going to be faced with a loss situation.

Yet, another major company, one of the leading machine tool com 
panies in the entire world—and one which, more than any, has been 
responsible for the basic introduction of numerically controlled tech 
nology, has recently been reporting virtually break-even earnings and 
a state of considerable contraction.

Finally, I talked about a week and a half ago to the president of 
yet another extremely technically progressive company who told me 
in all candor that his incoming orders relative to last year were off 
60 percent and, as he said, "As far as I can see we are going to face a 
loss for the calendar year 1970."

He said quite frankly, "All hangs on the success of two outstanding 
orders which we now hope to get, if we do not get them within the next 
30 days, in my view, the only words that I can'use to describe what is 
going to happen to this company is sheer disaster."

These are little portraits, vignettes, of what happens inside an in 
dustry when a 44.7 percent contraction takes place in a period of less 
than a year.

By way of qualification I want to make three matters very clear to 
the members of this committee as I discuss this.

First, the four companies about whom I have cited vignettes here 
are not fly-by-night, marginal operators in our industry. All four 
of these companies are absolutely top level, technologically competent 
leaders in our industry, companies of which this country can be very 
proud.



2492

Secondly, this is not the first time there has been a machine tool de 
pression in the history of the world; we who have been in this industry 
are inured to these upsets and know that they do happen every now 
and again without signaling the end of the industry * * * necessarily.

Thirdly, I think it is only fair to state that imports are emphatically 
not necessarily the sole cause of this falloff. They are only a disquiet 
ing and. important contributing factor.

Having taken note of these three qualifications we should realize 
however that the present drastic fallout does take place in an import 
environment which is absolutely unique to the history of the American 
machine tool industry. This is our first severe depression with signifi 
cant foreign penetration.

I want to review with you some of the aspects of this situation.
First of all, since 1964, which is the earliest date in your official writ 

ten testimony, imports to the United States in dollars have increased 
328.8 percent.

On the industry's degree of penetration—and I might add here 
parenthetically that there are many different ways of rating penetra 
tion ; I will give you a range from the most generous to the most con 
servative way of looking at it—in 1964, the dollar penetration reported 
by the Census Bureau, was 3.6 percent.

We believe the comparative values of the foreign machines and the 
American machines are put together as apples and oranges in this par 
ticular statistic; we could argue that this represented perhaps a pene 
tration of 14 percent, as a generous estimate, and that 3.6 as a low esti 
mate. Actually, the "real" figure is somewhere between those two goal 
posts, perhaps around 8 or 9 percent we believe. That was in 1964.

In 1969, the low estimate of penetration, the straight Census Bureau 
dollar figure, had risen to 9.6 percent; in terms of units penetration 
had risen as high as 39 percent.

Our best guess now is that "real" penetration has gone from the 8 
or 9 percent in 1964 to something on the order of about 20 percent in 
these 6 short years.

The thing that concerns us here today is that everything we know 
about our international industry says that we are poised for the most 
vigorous further penetration of this market that this country has 
ever faced.

We know of the tremendously active promotional efforts of the 
Japanese. Three nights ago I had supper with an English friend of 
mine who, although he does not actually participate in the machine 
tool industry, does participate in the very closely allied tooling spe 
ciality industry; he told me his reason for coming to the United States 
was to open a warehouse to facilitate his U.S. export business.

I asked him candidly, "What do you expect the level of your U.S. 
business will be in 5 years ?"

With a perfectly straight face he replied, and I think truthfully 
in accordance with his own projection, "I should suspect that it would 
at least treble."

I have also in front of me another example of the type of competi 
tion we are facing; here is a newspaper clipping from a British news 
paper which just happened to come across my desk. It is nothing 
special—just a straw in the wind.

Here it is, one of Britain's major machine tool builders which is
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competing with our industry, has just received an £8.5 million loan 
from the British Government. It is noted that there are two other 
similar direct supports from the British Government to other British 
machine tool builders.

I could go on with many other things, but it is perfectly clear to 
us in our industry that as soon as business turns down in Europe, as 
it probably will in the latter part of this year, we will once again 
have mounted in this United States a vigorous assault, and it will be 
a very hard assault to resist knowing that list prices for European- 
made machine tools usually average about 25 percent below the list 
prices for equivalent American-made machines.

If conditions are depressed in this country, as they may well be, 
later in this year, it will be very difficult for the purchaser of American 
machines to resist the temptation to get bargain priced machines.

So we in this industry, who are already hard-put by a regular old- 
fashioned machine tool depression are now realizing that for the first 
time in history we are contending here in the United States, with a 
very significant penetration that has occurred in half of the time since 
the last major machine tool depression in 1958, we are contending 
with a situation which gives every indication of continuing 
to become increasingly serious from this point forward.

In our industry the incremental contribution to profit of every 
additional dollar of sales—and those of you who have run businesses 
similar to machine tool business know this—is often in the neighbor 
hood of 50 cents.

When you are close to the break-even line, you can recognize how 
the slightest detraction from every available dollar of sales is abso 
lutely critical to the survival of your company.

So really, gentlemen, we must decide as a nation whether or not 
we want to have, in the United States, an indigenous and healthy 
machine tool industry.

Reams have been spoken over the years of the strategic value of an 
in-house machine tool industry in the event of a war situation, and 
I will not go over that again, as I am sure every member of this com 
mittee is very intimately familiar with such background.

Moreover, today this country is launched at the moment not on a 
war-footing development, thank God; this country is launched on a 
peaceful development, and one of the most important elements in 
that development will be successful contention with inflation.

Machine tools are the single greatest anti-inflationary piece of equip 
ment that this country can have. If we rob our own selves of our own 
ability to produce the very tools that are going to do this, I think 
we are acting in the very shortsighted way.

In sum, the report which you have in front of you, as you read 
the fine print, will stress, among other things, the fact that:

We favor legislation to liberalize the escape clause;
We favor the fundamental reform and modernization of tax treat 

ment of capital depreciation;

46-127 O—70-^pt. 9———9
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We favor greater use of indirect taxation, such as the value added 
tax;

We favor the enactment of legislation to eliminate various non 
tax barriers overseas and, furthermore, that we appreciate the chance 
to tell you gentlemen our point of view.

(The prepared statement referred to follows:)
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STATEMENT OF THE NATIONAL MACHINE TOOL BUILDERS ASSOCIATION, HENRY D. 
SHARPE, JR., FIRST VICE PRESIDENT

I. Introduction

The National Machine Tool Builders Association 

(NMTBA) appeared before this Committee two years ago to 

present the views of its members on foreign trade problems. 

At the same time the Association filed with the Committee 

a lengthy written Statement of its position. That State 

ment (hereinafter "1968 Statement"), which included compre 

hensive supporting appendices , constitutes a permanent part
*/ 

of the records of the Committee. Accordingly, in the hope

that the Committee and its staff will thereby be conven- 

ienced, we shall repeat in this Statement data and arguments 

presented in the 1968 Statement only to the extent necessary 

to make this Statement Independently intelligible and infor 

mative. Where supporting or background material appears in 

the 1968 Statement, we shall make appropriate citations to 

that document.

Since 1968 there have been certain changes not 

only In machine tool import and export figures but in various 

Association vital statistics. For example, in 1968 we could 

report that the NMTBA was a trade association representing 

American machine tool manufacturing companies that accounted

*/ Hearings on Tariff and Trade Proposals before the House 
Ways and Means Committee, 90th Gong.,2d Sess., pt. 7 (19bb) 
(hereinafter "l9b» Hearings"), at 2845.
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for 75$ of U.S. machine tool production. Today our members 

account for more than 80$ of that production. In 1968 we 

reported that those members employed approximately 110,000 

persons and operated manufacturing plants in 23 states. 

Today the employment figure is about the same but the number 

of states our members represent is now 24.

There has, however, been no change in the basic 

function of our product. To be sure, even in two years, our 

industry has witnessed major technological advances, par 

ticularly in the area of sophisticated numerically and com 

puter controlled machine tools. But the essential purpose 

of machine tools -- to cut and bend and form metal -- remains 

the same. Machine tools are still the "master tools" of 

industry, the machines required to produce all others.

As we noted in our 1968 Statement, the military 

essentiality of a technologically advanced machine tool in 

dustry with modern plant and equipment, broad product capa 

bility and a full spectrum of machine tool lines is recognized 

by every industrial nation. We quote again General George C. 

Marshall, Chief of Staff during World War II, who observed;

"Practically every problem concerned with the 
production of arms and equipment, ships and 
planes, starts with the question of machine 
tools. The tool builders, therefore, consti 
tute the keystone of the entire procurement 
structure."
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The validity of General Marshall's observation was 

recognized again in the Korean War and since then has been 

frequently documented before Congress. See, e.g., S. Rep. No. 

1107, 82d Cong., 2d Sess., p. 1 (1952); S. Rep. No. 1988, 

82(3 Cong., 2d Sess., p. 4l (1952); S. Rep. No. 2229, 84th 

Cong., 2d Bess., p. 31 (1956). Testimony of Charles P. Taft 

in 1962 Hearings on H.R. 9900, p. 29 (1962). See also 1968 

Statement as well as NMTBA Position Paper in Opposition to 

Reduction of United States Tariff on Machine Tools (TSUS 

Numbers 674.30-674-56), presented by E. M. Hicks, February 3, 

1964 (hereinafter "1964 NMTBA Position Paper").

In 1968, the particular subject of this Committee's 

foreign trade hearings was the balance of trade problem. 

Today, we gather, the focus is somewhat broader. This, we 

believe, is appropriate because, serious as the trade balance 

problem is, our industry may be faced with something even 

more significant than loss of the trade balance war. We re 

fer to the fact that, because of the ever-increasing vulner 

ability of the U.S. machine tool market, our nation-is 

threatened with the possible loss of its basic 'machine tool 

production capability.

In short, as we shall develop, the realities .of 

international economics, coupled with the absence of effec 

tive Governmental procedures for eliminating or offsetting
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significant competitive inequalities in the world market 

place^ could well spell the end of this nation's ability to 

supply its own vital requirements of machine tools. If we 

are correct, prudence dictates that Congress, in the inter 

est of assuring that the United States retains a machine 

tool production capability to meet the needs of both a 

defense and peacetime economy, take prompt remedial action.

Before we turn to our specific recommendations, 

let us look at the statistics.

II. Imports vs. Exports

Figure 1 below illustrates the dramatic fashion 

in which, over the last ten years, the United States has 

been forced from its position as a significant net exporter 

of machine tools. In 1961 and 1962, at the opening of the 

decade, the United States enjoyed a favorable trade balance 

of close to $200 million. In 1964, as the figures in Table 1 

below show, the favorable balance was more than $160 million.

In contrast, by 1969 it was barely $25 million, with 1967
*/ 

and 1968 showing even smaller favorable balances.

jj/ As developed at page 13 below, the import figures pre 
sented in this Statement, which are expressed in dollars 
and are derived from official Census Bureau statistics, 
significantly understate the volume of imports considered 
from a unit standpoint. This understatement of imports of 
course also serves to mask, the seriousness of our trade 
balance position as that position appears from a comparison 
of available import and export dollar figures.
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Table 1

ALL MACHINE TOOLS (Excl. parts and attachments)
Exports from, and Imports into, the United States, 1964-1969

YEAR

1964 
1965 
1966 
1967 
1968 
1969

Exports 
Dollars 

UNITS (Million)

14,110 
12,475 
14,634 
12,861 
11,462 
12,789

$198.6 
171.2 
173-2 
194.1 
174.5 
181.5

Imports 
Dollars 

UNITS (Million)

24, 298 
32,152 
61,679 
64,710 
52,053 
52,330

$ 36.4 
56.3 

117.7 
178.2 
163.6 . 
156.1

Balance 

(Million)

$162.2 
114.9 
55.- 5 

' 15.9 
10.9 
25.4

Source: Bureau of the Census, U.S. Department of Commerce 
Imports PT 135; Exports M35W

In our 1968 Statement we predicted, on the basis 

of the figures then available, that the United States would 

become a net importer of machine tools in 1968. This did 

not occur, because total imports of machine tools fell off 

slightly in 1968, as they did in 1969. Unfortunately, how 

ever, the causes of this slight falling off do not suggest 

that a solution to the basic problems confronting the U.S. 

industry is close at hand. Indeed, no end to those prob 

lems   significantly higher labor costs in the United States, 

aggravated by persistent and possibly uncorrectable infla 

tion   appears in sight. .

The slight decrease in total machine tool imports 

in 1968 and 1969 was largely the result of the phenomenon 

that also caused a slight increase in exports In 1969  
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booming economic activity in Europe. Were It not for the 

strong foreign demand for machine tools stimulated by the 

European boom, coupled with the fact that in 1968 and 1969 

an increasingly large number of sales of foreign-made 

machine tools were made from already-established inventor 

ies, 1968 and 1969 would undoubtedly have shown a negative 

trade balance, possibly falling between $50 million and $70 

million.

As we noted in 1968, the unfavorable trade balance 

that appears inevitably to await the industry as a whole doee 

not come unannounced. The biggest single subdivision of the 

machine tool market is metal cutting tools, which account for 

about 75# of all domestic machine tool production. As appears 

from Table 2 and Figure 2 below, the United States became a 

net importer of metal cutting tools in 1967. The following 

year the negative balance more than doubled, to more than 

$20 million. In 1969 it was erased but, In view of the spe 

cial circumstances accounting for this fact, last year's 

favorable balance of less than $3 million is hardly encour 

aging. Particularly is it not encouraging with the domestic 

Industry reporting last week that new orders of metal cutting 

tools during the first four months of 1970 were 40$ below 

1969 levels.
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Table 2

METAL CUTTING MACHINE TOOLS (excl. parts and attachments) 
Exports from, and Imports into, the United States, 1964-1969

Exports

YEAR

1964 
1965
1966
1967 
1968
1969

UNITS

10,577 
9,137

11,425
10,037 
8,109
9,098

Dollars
(Million)

$151.4 
127.1
126.7
143.9 
121.2
135.6

Imports

UNITS

16,845 
23, 600
5^,235 -
53,356 
42,979
41,398

Collars
(Million)

$ 30.6 
48.1
104.7
153-5 
142.0
132.8

Balance
Dollars
(Million)

$120.8 
79.0
22.0
(9.6) 

(20.8
2.8

Source: Bureau of the Census, U.S. Department of Commerce 
Imports FT 135; Exports M35W

Looking at particular categories of metal cutting 

tools, negative trade balances appear even earlier. Tables 

3 and 4 and Figures 3 and 4 on the following pages show 

that the United States became a net importer of lathes 

and milling machines in 1966. By 1967 the negative balance 

of trade in these product lines had exceeded the 1964 

positive balance   in the case of lathes, minus $29 million 

compared to plus $19 million; in the case of milling machines, 

minus $15 million compared to plus $12 million. Last year 

the negative balance again exceeded 1964's positive balance 

  in the case of milling machines by nearly 75$.
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Table 3

LATHES (excl. vertical turret lathes and all parts and 
attachments) Exports from, and Imports into, the United 
States, 1964-1969

YEAR

1964 
1965 
1966

1968 
1969

Exports 
Collars 

UNITS (Million)

1,633 
1,322 
1,131 
1,083 

683 
685

$ 28.2 
20.1 
18.6 
18.7 
15-3 
17.4

Imports 
Dollars 

UNITS (Million)

6,083 
8,736 
14,819 
15,654 
11,452 
13,241

$ 8.9 
14.2 
37.2 
47.7 
38.1 
38.0

Balance
Dollars 
(Million

$ 19-3 
5-9 

18.6 
29.0 
22.8 
20.6

Source: Bureau of the Census, U.S. Department of Commerce 
Imports FT 135; Exports M35W

Table 4

MILLING MACHINES (excl. parts and attachments) 
Exports from, and Imports into, the United States,

YEAR

1964 
1965 
1966 
1967 
1968 
1969

Exports 
Hollars 

UNITS (Million)

338 
399 
304 
348

$14.8 
8.8 
10.2 
16.8 
12.1 
6.7

Imports

UNITS

656 
1,128 
3,405
5>7^ 
5,428
4,710

Dollars 
(Million)

$ 3.3 
6.1 
17.4 
31.4 
30.6 
26.3

1964-1969

Balance 
Dollars 
(Million

$11.5 
2.7 
(7.2 

(14.6 
18.5 
(19.6

Source: Bureau of the Census, U.S. Department of Commerce 
Imports FT 135; Exports M35W
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III. Imports in Relation to Consumption

Today, as in 1968, we are even more disturbed by 

the figures that show imports to account for an ever increas 

ing percentage of domestic consumption. Considering the 

technological superiority that the United States has tradi 

tionally enjoyed in relation to foreign competitors and the 

historic preoccupation of many foreign builders with exploit 

ing other markets, it is not surprising that as recently as 

1964 Imports, figured on the basis of Census Bureau dollar 

statistics, accounted for only 3-6$ of domestic consumption. 

By 1967, however, the figure had increased about three times, 

to 9.9#. In 1969 it was 9.6$.

It is crucial to note that these percentages, which as 

indicated are based on official Census Bureau dollar statistics,

significantly understate the actual competitive impact of
 / 

machine tool imports. This is partly because, as we shall

*/ Census Bureau unit figures for imports, by which 1969 
Imports of all machine tools would appear to be 39.1$ of 
domestic consumption, may overstate the competitive impact 
of imports in certain areas. This is because such figures 
include some imported machine tools that, because of their 
smaller size or lesser quality, are not competitive with U.S. 
built machine tools. Applying the formula suggested by the 
footnote on page 16 for converting Census Bureau dollar im 
port figures into figures showing the actual competitive 
impact of imports, the 1969 figure for imports of all machine 
tools as a percent of domestic consumption would appear to 
be 16.156.
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develop in Section V, imported machine tools comparable to 

and directly competitive with domestic machine tpols can be 

and typically are sold to users in this country at from 25$ 

to 40$ below the price of U.S. machines. Understatement also 

results, however, from the fact that Census Bureau dollar 

statistics are based on F.O.B. values. These values exclude, 

in addition to freight and insurance, distributor discounts 

or commissions, which in the case of imported machine tools 

are frequently between two and three times higher than in 

the case of domestically manufactured machine tools.

In our Judgment, the combination of xthese factors 

means that Census Bureau dollar import figures understate 

the volume of directly competitive machine tool imports by 

more than 50$.

By way of illustration, consider the case of two 

competing, technologically comparable machine tools, one 

domestic, one foreign, where the selling price to users (the 

"retail" price) of the domestic machine tool is $10,000, 

Assuming a typical U.S. distributor discount of 10$, the sale 

of the domestic machine in the United States would be reported 

by the Census Bureau as a $9,000 transaction. In many cases, 

depending upon the manufacturer's distribution methods, it 

would be reported as a $10,000 transaction. How would the 

sale of the foreign machine tool be reported?

On the assumption (a) that the "retail" selling price 

of the imported machine is 25$ below the domestic machine

46-127 O - 70 - pt. 9 -- 10
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(which, as we develop In Section V, would be typical or 

conservative), (b) that the distributor discount or commis 

sion on the imported machine is 25$ (which, as noted, is 

frequently the case), and (c) that the cost of duty, freight 

and insurance on the imported machine is 14$ of the distribu 

tor net price (which would be conservative), the sale of the 

imported machine tool would be reported in the Census Bureau's 

figures as a $4,934 transaction. That would be, depending

upon the domestic manufacturer's method of distribution, 55$
 / 

or 49$ of the reported value of the domestic transaction.

But even without making allowances for the dis 

tortions resulting from the deflated import dollar figures 

reported by the Census Bureau, the statistics presented in 

Table 5 show the seriousness of the import problem, especially 

as it affects particular segments of the industry. For exam 

ple, in terms of Census Bureau dollars, imports of all metal 

cutting machines considered as a group now appear as more 

than 11$ of domestic consumption, and imports of lathes and

*/ The arithmetic is as follows: for the U.S. machine tool -- 
"""retail" price of $10,000 less distributor discount or commis 
sion of $1,000 equals reported F.O.B. value of $9,000; for 
the imported machine tool   "retail" price of $7,500 less 
distributor discount or commission of $1,875 less duty, ocean 
freight and insurance of $691 equals reported F.O.B. value of 
$4,934. As noted, some U.S. manufacturers, depending upon 
their method of sale, would report the domestic shipment in 
this example as a $10,000 transaction. Where this occurs the 
significance of reported import figures is even further dis 
torted.
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milling machines as more than 12%. Imports of boring machines 

and vertical turret lathes appear as more than 22$ of domes 

tic consumption when measured by this standard.

Even these figures, however, wholly apart from the 

dollar-unit distortion problem, do not .tell the whole story, 

though the remainder still cannot be precisely quantified. 

Until January of this year the Bureau of the Census did not 

generally or consistently report Imports by subcategories 

of the classifications set forth in Table 5> and reliable 

import figures with respect to such subcategories were not 

available. As a result of extensive efforts by this Asso 

ciation, however, the Census Bureau now reports imports of 

machine tools in the detail shown in Table 6.

Because of the absence of comparable import figures 

for previous years, and because of some inevitable inaccu 

racies resulting from the newness of these reports, the dollar 

figures shown.in Table 6 are at this stage probably somewhat 

less reliable than other Census Bureau figures repprted and 

relied upon in this Statement. Nevertheless, it is relevant 

to note the ratios that result from comparing certain of 

these new import figures with dollar figures showing domestic 

consumption. For the first quarter of 1970, based on the 

new Census Bureau import figures, imports of radial drills



IM
PO

RT
S 

O
F 

M
A

CH
IN

E 
TO

O
LS

 B
Y 

TY
PE

 O
F 

M
A

CH
IN

E
Re

 le
a 

ie
d
 :

 
M

ay
 2

3,
 

19
70

 
1
9
7
0
 

N
W

TB
A

.IM
P.

FT
 

13
5

TS
DS

A 
C

od
e

en*
.

30
00

32
10

 :

32
30

32
32

32
38

32
50

32
5"

*
32

58
32

70

32
75

32
80

35
0l*

35
06

35
08

35
10

35
32

35
3"

*
35

36
35

38
35

W
35

"*
8

35
52

67
"*

-
35

55
35

60
35

65

67
!*

- 
52

00
)

53
20

):
53

l*o
)

M
ac

hi
ne

 C
la

ss
if

ic
at

io
n

M
ET

AL
 C

UT
TI

NG
M

ac
hi

ne
 T

oo
ls

 f
o
r 

C
ut

ti
ng

 o
r 

B
ob

bi
ng

 G
ea

rs
B

or
in

g,
 D

ri
ll

in
g,

 a
nd

 M
ill

in
g 

M
ac

hi
ne

s, 
In

cl
ud

in
g 

V
er

tic
al

 L
at

he
s,

:
nu

m
er

ic
al

ly
 C

on
tr

ol
le

d
D

ri
lli

ng
 M

ac
hi

ne
s, 

R
ad

ia
l

D
ri

ll
in

g 
M

ac
hi

ne
s, 

U
pr

ig
ht

, 
Si

ng
le

 S
pi

nd
le

M-t
 1 1

 -i T
I£ 

ife
ch

in
es

, 
Pr

of
ile

 a
nd

 D
up

lic
at

in
g

M
nH

tie
 M

ac
hi

ne
s,.

 K
ne

e 
Ty

pe
M

il
li

ng
 M

ac
hi

ne
s,

 
B

ed
-T

yp
e

V
er

tic
al

 B
or

in
g 

M
ac

hi
ne

s, 
In

cl
ud

in
g 

V
er

tic
al

 T
ur

re
t 

La
th

es
C

om
bi

na
tio

n 
B

or
in

g,
 D

ri
ll

in
g
, 

an
d 

M
il

li
ng

 M
ac

hi
ne

s,
 H

or
iz

on
ta

l
Sp

in
dl

e
C

om
bi

na
tio

n 
B

or
in

g,
 D

ri
ll

in
g
, 

an
d 

M
il

li
ng

 M
ac

hi
ne

s,
 V

er
ti

ca
l 

Sp
in

-.
di

e
A

ll
 O

th
er

 B
or

in
g 

an
d 

D
ri

ll
in

g
 a

nd
 M

il
li

ng
 M

ac
hi

ne
s,

 
N

.E
.C

.
E

ng
in

e 
L

at
he

s
T

ur
re

t 
La

th
es

A
ut

om
at

ic
 B

ar
 o

r 
C

hu
ck

in
g 

M
ac

hi
ne

s,
 

S
in

gl
e 

S
pi

nd
le

A
ut

om
at

ic
 B

ar
 o

r 
C

hu
ck

in
g 

M
ac

hi
ne

s,
 

M
ul

ti
pl

e 
S

pi
nd

le
G

ri
nd

in
g 

M
ac

hi
ne

s,
 

C
y
li

n
d
ri

ca
l,

 
E

xt
er

na
l

G
ri

nd
in

g 
M

ac
hi

ne
s,

 C
y
li

n
d
ri

ca
l,

 
In

te
rn

al
G

rin
di

ng
 M

ac
hi

ne
s, 

Su
rf

ac
e 

(f
la

t)
G

rin
di

ng
 M

ac
hi

ne
s, 

To
ol

 a
nd

 C
ut

te
r

Sa
w

in
g 

M
ac

hi
ne

s
E

le
ct

ri
ca

l 
D

is
ch

ar
ge

 M
ac

hi
ne

s
M

et
al

 -C
ut

ti
ng

 M
ac

hi
ne

 T
oo

ls
, 

N
.E

.C
., 

E
xc

lu
di

ng
 A

ll
 O

th
er

 B
or

in
g

an
d 

D
ri

lli
ng

 a
nd

 M
ill

in
g 

M
ac

hi
ne

s

T
ot

al
 C

ut
ti

ng

M
ET

AL
 F

OB
M

DJ
G

Pu
nc

hi
ng

 a
nd

 S
he

ar
in

g 
M

ac
hi

ne
s

M
ec

ha
ni

ca
l 

P
re

ss
es

,. 
O

pe
n 

B
ac

k 
In

cl
in

ab
le

M
et

al
 F

or
m

in
g 

M
ac

hi
ne

 T
oo

ls
, 

N
.E

.C
.

To
ta

l 
Fo

rm
in

g

TO
TA

L 
CU

TT
IN

G 
AN

D 
FO

RM
IN

G

Pa
rt

s 
of

 C
ut

tin
g 

an
d 

Fo
rm

ic
 M

ac
hi

ne
 T

oo
ls

Ja
nu

ar
y

* 
59

7,
16

5; 0
97

,9
82

.
36

.3
U

6
32

8,
19

6
16

5,5
1*

9
87

3,
90

5
1*

87
,82

5.

"*
50

,33
0

7,
95

5
32

0,
25

3
71

6,3
9"

*
86

1*
, 3

21
*

21
"*

, 6
02

19
,3

89
21

5,
21

1
19

1,
56

7
36

6,
83

9-
-

17
0,1

*1
5

11
*9

,91
*2

25
,0

83

1.
10

"*
, 3

09

$7
."

.0
3.

58
l

$ 
12

2,
87

3
89

,7
96

2.
35

"*
.1

26

S2
.5

66
.7

95

&
9.

 9
70

. 3
76

$ 
19

,7
58

-
36

6,
U

6l
2,

11
8,

68
8

$2
, 5

01
*, 

90
7

F
eb

ru
ar

y 
.

$ 
1*

83
,2

%

61
2,

72
1*

37
3,5

3"
*

65
,!*

98
58

6,6
1*

7
52

3,
13

0 
.

32
0,

51
6.

63
5,0

33
 :

1*
25

,18
0 

:

11
*8

,6
28

.
83

7,
 56

1*
l,"

*3
9,

29
0

1,
12

3,
06

1 
:

39
3,

 "*
15

"*
87

,17
9 

'
1*

67
,65

8 
.

19
2,

85
6-

1*
85

,86
0

58
3,

79
8

25
5,

09
2

13
2,9

61
*

1.
38

2,
19

8.

S
ll

.9
55

.1
21

$ 
13

8,
82

2 
:

20
7,

99
"*

2.
69

8.
37

2 
'

S 
3.

0"
*5

.l8
8:

fa
5.

00
0.

3Q
9-

$ 
16

,7
77

52
2,

07
8

2,
15

1.
01

6
$2

,6
09

,0
73

M
ar

ch

$ 
50

9,"
*0

3 
.

285
,1*1

*1*
25

0,
1«

&
10

0,
03

9
95

"*
,6

75
77

6,
36

9 
.

"*
5"

*,2
65

55
2,

51
1

67
7,1

*5
1*

63
0,

28
7

92
6,

32
8

1,
21

*5
,8

99
1,

12
9,

75
7

23
0,

70
0

21
*9

,51
*8

61
7,1

*7
5 

.
82

,0
67

1*
30

,81
*2

 :
29

2,
16

5
18

8,
83

0 
:

10
7,

32
9

1,3
15

,02
7 

:
$1

2.
 00

6.
81

8 
:

$ 
33

8,9
19

 -:
10

3,2
03

1.
57

!*,
91

9

$ 
2,

01
7.

01
*1

 :

$1
"*

. 0
23

. 8
59

 .-

$ 
31

,5
06

 :
85

8J
66

1
2.

01
3.

79
8

$ 
2,

90
3)

96
5

C
um

ul
at

iv
e 

Ja
n.

 t
o
 D

at
e

$ 
l,5

89
,8

ll
*

89
8,

16
8

72
1,

92
0

20
1,

88
3

1,
86

9,
51

8
1,

"*
65

,0
98

1,
61

*8
,6

86
1,

67
5,

36
9

1,
55

2,
96

"*

78
6,

87
0

2,
08

1*
,ll

*5
'

3,
1*

01
,5

83
3,

irr
,A

z.
83

8,
71

7
75

6,
11

6
1,3

00
,3"

*"
*

1*
66

,1*
90

1,
28

3,
 5»

*l
1,

0"
*6

,3
78

59
3,8

61
*

26
5,

37
6

3,
80

1,
53

"*

ln
.3

65
.sa

a

$ 
60

0,
 6i

U.
"*

oq
,9

93

$ 
7.

62
9.

02
1*

.

S3
8.

99
"t.

5'*
l*

$ 
68

,01
*1

:
1,

7"
*7

,2
00

6,
28

3,
50

1*
$ 

B.
og

S,
^

to tn



2513

would appear to account for 29$ of domestic consumption

while imports of engine lathes would appear as 25$ of domes-
*/ 

tic consumption.

Applying to these figures the more conservative 

formula suggested above for converting Census Bureau dollar

import figures into figures reflecting actual competitive 
**/

impact, imports of radial drills during the first quarter 

of 1970 appear as 43$ of domestic consumption, imports of 

engine lathes appear as 38$. Many in the industry regard 

even these figures as understated. In this connection it 

may be noted that imports of lathes in 1969 as a percent of 

domestic consumption, on the basis of Census Bureau unit 

figures, appear as 49$.

Increases in imports of course mean increases in 

the degree to which U.S. industrial consumers subsidize

^/ The first quarter domestic consumption figures assumed 
here ($2,519,000 for radial drills and $13,887,000 for engine 
lathes) are projected from NMTBA domestic shipment figures 
on the basis of the 1969 relationship between those figures 
and the Commerce Department's M35W reports. The M35W figures 
themselves are not yet available for 1970.

**/ The more conservative formula assumes that the dollar 
value of an imported machine tool sale is reported at 55$ of 
the reported value of a comparable and directly competitive 
domestic machine tool sale. As suggested previously, how 
ever, a figure of 49$ (or something between 55$ and 
could also justifiably be assumed.
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foreign employment   particularly so In the case of high 

labor content products such as machine tools. We estimate, 

for example, that Imports of machine tools in 1969 repre 

sented, from within the machine tool and supplier Industries, 

& labor component of over 20 million manhours   the 

equivalent of more than 10,000 jobs.

When absolute Increases in imports are accompanied 

by increases in imports as a percent of domestic consumption, 

It is of course apparent that U.S. subsidization of foreign 

employment is at the expense of U.S. workers.

IV. The Sources of Imports

In 1969 nearly 80$ of imports of machine tools into 

the United States came from four European countries (West 

Germany, the United Kingdom, Italy, Switzerland) and Japan. 

A breakdown of imports by country of origin for the period 

1964-1969 is shown in Table 7 below. See also Figure 5, 

which graphically demonstrates the tremendous increases in 

Imports from four of the above countries and Canada that 

have taken place since 1964, with 1959 imports shown to 

illustrate by comparison the significance of 1964-1969 In 

creases.
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As Table 7 and Figure 5 show, the Germans have 

managed over the last ten years to export the greatest 

share of foreign machine tools purchased in the United 

States. In recent years they have made impressive gains. 

In 1969* for example, German deliveries to U.S. customers 

were almost 30$ more than all U.S. imports in 1964. From 

I960 through 1969 German builders installed over $269 

million of machine tools in U.S. metalworking plants. Each 

of these installations of course represented an indirect 

Job loss to U.S. workers.

The increase in Japanese imports into the United 

States in recent years has been astonishing, rising from 

virtually nothing ($146,000) in 1959 to over $26 million by 

1967 and nearly $18 million last year. This success can, 

of course, be explained principally by the far lower.Japanese 

labor costs in Japan. It has also, however, been given added 

momentum by the intensive promotional and selling efforts of 

the Japan Machine Tool Trade Association, beginning in 1960 

with the opening of a permanent Japanese machine tool display 

center in Chicago. Since then Japanese companies have exhibited 

in trade shows and expositions, advertised widely in technical 

and business journals, and demonstrated machines in operatipn 

at display centers throughout the country. With their lower 

costs the Japanese have been able to extend very liberal credit 

terms, install machines in U.S. plants on a trial basis with
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no down payments and give American sales agents and dis 

tributors unusually high commission rates.

The most severe Japanese competition to U.S. 

builders and workers has been in low priced standard 

machines, such as engine lathes. Increasingly, however, 

the Japanese have become a threat in the more sophisti 

cated types, such as high precision turret lathes and 

numerically controlled machine tools and machining centers. 

Japanese manufacturers of numerically controlled machines 

assure American customers they can guarantee the high 

quality parts and servicing of the U.S. builder.

The British also have gained a permanent hold in 

the U.S. market. Machine tool imports from Britain climbed 

from $6 million in 1964 to almost $25 million in 1969, 

spelling both lost profits to U.S. builders and reduced Job 

opportunities for U.S. workers. While price and delivery 

have been important in bringing about this big gain, the 

British are also concentrating on building effective service 

organizations.

The British once sold only standard general pur 

pose machine tools in the United States. Today, however, 

they also sell more sophisticated machine tools, such as a 

$300,000 crankshaft grinder, claimed to be the world's
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largest, to a U.S. corporation and a $120,000 center lathe 

to the same firm. The British now design new machine tools 

specifically for the U.S. market. An example is the Marwin 

numerically-controlled high-speed routing machine. Marwin 

received an order for 46 of these machines from a large U.S. 

defense contractor for delivery to its own plants and the 

plants of subcontractors. At the April Society of Manu 

facturing Engineers (SME) show in Detroit, Marwin introduced 

a machining center, the "Min-E-Center," with a 40-station 

automatic tool changer and a Bendix NC contouring system.

While imports from other major European machine
t

tool exporters declined slightly in 1969, for reasons already 

noted, imports from Italy of $20.5 million were actually 

higher than in 1968, though still below the 1967 level of 

$22.3 million. This increase reflects the increasing popu 

larity of relatively low-priced, general purpose Italian 

machine tools, particularly lathes, milling machines and 

drilling machines.

Other European countries are also becoming bigger 

factors in the U.S. market.

Imports of Spanish machine tools reached $4.7 

million in 1969, having risen every year since the first 

imports in 1963 of $68,000. Here again, standard machines



2520

at a low price are responsible for the growth. Some Spanish 

machines are reported to have been assembled by a company 

in Southern California, which imported all the major sub- 

assemblies and components.

Austrian small, low-priced lathes have been coming 

into this country, with other standard machines, at an in 

creasing rate since 1964, and have grown from a total of 

$330,000 in 1964 to $4.3 million in 1969.

Swedish machine tools also have been imported at 

a growing rate. In 1964 imports were $1.3 million; in 1969, 

$4.1 million.

Imports from Iron Curtain countries have also 

increased. Among the thirteen foreign countries repre 

sented at the April SHE show were East Germany and 

Czechoslovakia.

V. Causes of the Import Problem

The primary reason that imports are overtaking ex 

ports and at the same time occupying an ever-growing share of 

domestic consumption is the cost advantages enjoyed by foreign 

sellers that enable them, generally speaking, to quote their 

products at 25$ or more below the price of comparable 

domestically-produced machine tools. Machine tools are a 

high labor content product, and the principal cost advantage 

enjoyed by foreign competition is the significantly lower 

labor rates that prevail abroad.



2521

Appendix E to our 1968 Statement set forth a 

series of U.S.-foreign price comparisons that Illustrate

the competitive advantage that flows from foreign builders'
*/ 

lower labor costs.  One comparison, for example, showed

that while a U.S.-made Universal turret lathe with a 2 1/2" 

bar capacity and motor and starter was quoted by Its manu 

facturer at $21,095, a competitive Japanese product sold 

here for $13,400, or at 36.5$ less.

Another comparison showed a U.S.-built plain knee 

and column milling machine, 5i350 pounds, 5 1/2 H.P., selling 

at $17,250, while a competitive German machine sold here for 

$13,200, or 23.5$ less.

Another showed a U.S.-built milling machine, weight 

8,150 pounds, 10-3 H.P., selling at $23,980, while a com 

petitive Spanish-built machine sold here for $10,970, or 

54.3$ less.

Still another showed the U.S. equivalent of a 

Czechoslovakian 78" x 78" x 30' split table planer mill 

which included power draw bar, readout, etc., and with two 

50 H.P. heads, one vertical and one side head, selling for 

between $425,000 and $450,000 f.o.b. plant, while the landed 

price of the Czechoslovakian machine in Los Angeles, includ 

ing freight and duty, was $3^5,000, from 19$ to 25$ less.

V 1968 Bearings, at 2876-83.
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Other comparisons showed a Danish cutter grinder 

selling for 42$ below a comparable U.S. model, an Italian 

centertype grinding machine selling for 48$ below a comparable 

U.S. model and a Spanish centerless grinding machine selling 

for 60$ below a comparable U.S. model.

While there have been some price changes in the 

last two years, it can be assumed that the dollar differentials 

between U.S. and comparable foreign machine tools have not 

decreased and in many cases have actually widened.

As indicated, lower foreign prices are a direct 

reflection of lower labor costs abroad, coupled with the high 

labor content of machine tools. Statistics furnished by the 

U.S. Department of Labor and set forth in Table 8 below show 

that the average hourly earnings and supplementary benefits 

of workers in the machine tool industry in the United States 

are significantly higher than those for any other major 

machine tool producing nation. See also Figure 6. These 

comparisons essentially accord with the results of a, sur 

vey made in early 1968 by NMTBA, in which nineteen U.S. 

machine tool companies reported that earnings (including 

fringe benefits) of comparable machine tool production 

workers in Western Europe, on an hourly basis, were then 

from 40$ to 70$ below American workers' earnings. A 1970 

NMTBA report shows that relevant wage rates in Japat} are from 

65$ to 80$ below comparable U.S. wage rates.
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Because of the Importance of labor costs to total 

machine tool production costs, we reported in 1968 that 

wage rate differences enabled one company that manufactures 

an identical single spindle automatic chucking machine in 

the United States and England to sell the English-built 

machine for $30,500, f.o.b. plant, while the price of the 

American machine is $^5,900, f.o.b. plant. A chart demon 

strating the basic components of these contrasting prices 

appears below as Figure 7. It should be noted that in the 

last two years the basic selling pricesof both the U.S. and 

English-built machine have increased by about 5$> which of 

course only increases the dollar differential.

Statistics compiled by the International Labor 

Organization (ILO) and the Organization for Economic Coopera 

tion and Development (OECD) are not directly cpmparable with 

Table 8 because they do not include supplementary benefits 

and in some cases are based on somewhat different industry 

definitions. Nevertheless, they are useful in demonstrating 

the trends in labor costs in the machine tool producing 

countries. These figures, shown in Table 9> demonstrate 

that the gap between U.S. and foreign labor costs is wide 

and has increased steadily since I960. For example, in I960 

U.S. machine tool employers paid $2.24 per hour more than

46-127 O - 70 - pt. 9 -- 11
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their Japanese counterparts. By 1968 this differential had 

risen to $2.56. A similar widening of the wage gap has 

occurred in the case of each of the other major machine tool 

producing countries.

Table 9

VARIOUS METAL INDUSTRIES
Average Hourly Earnings in Selected Countries, I960, 1964, 1968

COUNTRY AND INDUSTRIES 
COVERED (BY ISIC CODE):*/

United States (36) 
Japan (36) 
U.K. (35-38) 
Prance (36-37) 
Germany (35-38) 
Italy (35-36) 
Switzerland (34-38)

I960

$2.55 
.31 
.99
CQ

6O o

1964

$2.87 
.50 

1.14 
.78 

1.04 
.60 

1.16

1968

$3.37 
.81 

1.27 
1.04 
1.31

 76*»

Increase 
1960-1968

$ .82

.'28 

.45 

.63 

.37
' .53

Source: ILO, 1969 Statistical Yearbook ("statistical of average 
earnings . . . usually cover cash payments received from 
employers, i.e., remuneration for normal working hours, 
payments for overtime and time not worked (holidays, 
vacation, etc.), production bonuses, cost-of-living 
allowances and special premiums. . .")

V ISIC Codes for industries included:
34-Basic metal industries
35-Mfr. of metal products (excl. machinery and 

transport equipment)
36-Mfr. of machinery (excl. electrical machinery)
37-Mfr. of electrical machinery, apparatus, 

appliances and supplies
38-Mfr. of transport equipment

1967 Figures

The increasing dollar disparity between the rela 

tively low costs of labor in Europe and,the high labor costs 

in the United States has continued since 1968 and can be
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expected to continue in the foreseeable future as a result 

of the constant upward pressure on wage levels in the United 

States, including wage levels in the machine tool industry.

A second factor indicating the permanence of the 

import problem is the rapid progress being made by foreign 

machine tool builders in closing the gap in machine tool 

technology. The U.S. machine tool industry has competed at an 

increasingly serious price disadvantage for many years. Until 

recently, however, it had managed to hold its own, both at 

home and in world markets, because of the higher quality of 

its machines and its more sophisticated technology. U.S. 

builders still enjoy a lead in technology and quality over 

Western Europe and Japan and continue in the forefront of re 

search and development; but their lead is diminishing. Today 

many foreign builders are offering to potential customers not 

only first class standard machines but also highly sophisticated 

machines equipped with numerical control systems and other 

advanced technological features.

It is ironic but true that an important reason for 

this foreign development has been both official U.S. assis 

tance to foreign machine tool builders, going back to the 

post-World War II Marshall Plan, which financed modern machine 

tool plants for our European competitors, and private action 

in the form of licensing arrangements and investment by U.S.
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manufacturers in foreign machine tool production facilities, 

which has compelled foreign builders to improve design to stay 

competitive. Foreign investment by U.S. companies has been 

forced upon them both by ever-increasing domestic production 

costs and by tariff and non-tariff trade barriers in Europe 

and other important machine tool markets, which have made it 

increasingly difficult and in some instances impossible to 

export U.S. built machines to those markets.

The shift of U.S. productive capacity abroad, 

whether through building new plants, buying existing plants 

or licensing foreign builders, has resulted in a wholesale 

exporting of technology and production methods to the foreign 

subsidiaries and licensees. This expatriation of our indigenous 

machine tool production base, coupled with the understandable 

resolve with which other industrial nations of the world are 

endeavoring to develop and expand their own machine tool pro 

duction capability, is what constitutes the most serious long- 

run threat to our own future production capability.

It should be noted in this connection that pressures 

on U.S. machine tool builders to establish production facilities 

abroad, or to expand already-established foreign facilities, 

show no sign of lessening. To a significant degree U.S. com 

panies with foreign manufacturing subsidiaries have so far 

resisted the temptation to serve the U.S. market from abroad.
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It is not clear, however, how long they can continue to do 

so. Further substantial expatriation of machine tool capacity 

would be injurious from the standpoint of both our balance of 

payments problems and national security. It would also 

penalize   undoubtedly in many cases fatally -- those com 

panies that so far have failed to establish any foreign pro 

duction base and have confined their manufacturing operations 

to the United States.

A third factor that accounts for the success of 

foreign machine tool builders in penetrating the U.S. market 

is the export assistance they receive from their governments. 

Such governmental assistance includes subsidizing exports by 

rebating domestic taxes with respect to exported products, 

insuring exporters against a wide range of credit risks, 

assisting in export financing, underwriting private promotional 

efforts abroad, financing foreign trade missions and partici 

pation in international trade fairs and aiding in foreign 

market research. The mechanics and details of export assistance 

programs of course differ from country to country. A detailed 

analysis of such programs in eight machine tool exporting 

countries -- Germany, Britain, Japan, Switzerland, Italy,

Prance, Belgium and the Netherlands -- was set forth in
*/ 

Appendix G to our 1968 Statement. As those analyses showed,

V 1968 Hearings, at 2897-2919.
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foreign machine tool builders are invading the U.S. market 

not only with the blessing of their governments but with 

their effective cooperation and financing.

Of all the export promotion techniques employed by 

foreign government the most effective may well be the wide 

spread practice of rebating to exporters or exempting them 

from various "indirect" domestic taxes (such as "turnover," 

"value added," sales or other excise taxes) that are princi 

pal sources of revenue in these foreign countries. As this 

Committee knows, under GATT, the rebating of such indirect 

taxes is permissible, but the rebating of "direct" taxes is 

prohibited. Because the U.S. Government relies principally 

on the direct income tax as a source of Federal revenue, the 

United States had not been in a position to provide U.S. 

manufacturers such as U.S. machine tool builders the same 

kind of export assistance in the form of tax refunds and 

credits, and, so far at least, has not taken advantage of the 

freedom that it presumably has over GATT to refund State 

sales taxes. This has put U.S. machine tool builders at 

still further disadvantage in competing in world markets.

U.S. machine tool builders have of course also 

competed at a disadvantage, both at home and abroad, as a 

result of our Government's failure to keep pace with other
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Industrial nations in providing comparable capital recovery 

allowances to encourage plant modernization and lower produc 

tion costs. The need for reforms in this area is a matter we 

shall return to.

VI. Factors Inhibiting Exports 

We have already suggested that the United States 

is losing the balance of trade war on the export as well as 

the import front. This is not for want of trying. For 

years U.S. machine tool builders have energetically endeavored 

to promote export sales. In these efforts they have cooperated 

closely with the Commerce Department, other Government agencies, 

and they have utilized the services of this Association. 

Appendix H to our 1968 Statement presented a summary descrip 

tion of the recent Association activities aimed at assisting
*/ 

in the promotion and development of export trade.

Since 1968 the Association has continued to be 

active in promoting exports and indeed last month found it 

self the only trade association in the United States to be 

awarded the President's "E" Star Award for activities in this 

area.

But the factors contributing in a major way to our 

import problems, especially high U.S. labor costs aggravated 

by continuing inflation and ever-improving foreign technology, 

also operate to impede exports. There are other factors, too,

V 1968 Hearings, at 2920-25.
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that operate to keep U.S. machine tools out of foreign mar 

kets. The most important perhaps is the widespread existence 

of formidable non-tariff trade barriers.

In our 1964 testimony before this Committee we 

provided an extensive catalogue of the principal discrimina 

tory tariff and non-tariff barriers to the sale of U.S. 

machine tools abroad. An expanded and updated catalogue of 

such barriers was provided as Appendix J to our 1968 State-
.-7 

ment.

As the Committee knows, non-tariff trade barriers 

are of various sorts. In many major machine tool markets 

U.S. machine tool exports are exposed to additional non- 

tariff border taxes. In France, for example, these include 

a "value added" tax of 23$ of the duty paid value and a customs 

stamp tax. Germany imposes an import equalization tax of 

11$ on the C.I.P. duty paid value of U.S. machine tools sold 

into the country.

' But U.S. machine tool builders also encounter other 

obstacles to export expansion. The United Kingdom requires 

a potential machine tool importer to deposit 30$ of the C.I.F. 

value of the tool for a period of 180 days. In Japan the 

purchaser must obtain an import license to buy American 

machine tools. Potential Japanese customers have frequently 

found that such licenses, while not affirmatively denied, are

*/ 1968 Hearings, at 2929-34.
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simply not acted upon. A machine tool trade mission spon 

sored by the Commerce Department in 1968 found conclusive 

evidence that the device of administrative inaction has 

been regularly employed by Japanese authorities as an 

effective non-tariff barrier against U.S. machine tool ex 

ports to Japan. A copy of the Mission's report appeared as
*/ 

Appendix K to our 1968 Statement.

VII. Significance of Import and Export Trends

Significant and long-term increases in imports 

and decreases in exports are a source of obvious and deep 

concern to machine tool builders. Our 1968 Statement in 

cluded a series of graphs prepared by NMTBA's economic 

consultants showing the close relationship between sales

volume and profit in the machine tool industry. See 1968
*#/

Statement, pp. 33-35-The graphs were based on composite 

industry statistics, which included operating and profit- 

and-loss data from 105 machine tool builders, accounting for 

$1.4 billion in sales.

The graphs demonstrated that in this high fixed- 

cost industry, while operation at close to capacity resulted 

in industry profit before taxes of $169 million, or 12.1$

*/ 1968 Hearings, at 2935-58.

—/ 1968 Hearings, at 2865-67.
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of sales, a 10$ drop in sales would have reduced profits to 

8$, a 15% drop would have reduced profits 5 1/2$, and a 27$ 

drop would have eliminated profits altogether.

Against this background, and in the light of the 

inelastic nature of machine tool demand,- the critical impor 

tance of imports and exports to industry health is readily 

apparent.

Machine tool shipments for the domestic market, 

which reached a peak in 196?, dropped off in 1968 and again 

in 1969. Net new domestic orders increased somewhat in 1968 

and early 1969 (due in large part to a desire of purchasers

to place firm orders before the effective repeal of the in-
*/ 

vestment credit), but have fallen off drastically in 1970.

Accordingly, wholly apart from the import problem, 

it can be seen that this year and the years immediately ahead 

will be difficult ones, with a severe threat to profits. 

When the added impact of imports is considered, it is appar 

ent that the industry is in trouble. Any increase in the 

level of imports, either generally or with respect to parti 

cular segments of the industry, will only further erode the 

health and stability of the domestic industry.

JV Net new domestic orders have dropped from an average 
monthly level of $157 million in 1966 to an average monthly 
level of $81 million in 1970. In intervening years the 
monthly levels were: 1967 - $106 million; 1968 - $110 
million; and 1969 - $126 million.
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VTII. Recommendations for Governmental Action

In this final section of our Statement we present 

our recommendations for remedial action by Congress and the 

Executive Branch:

1. Future tariff concessions. In our 1968 State 

ment we urged that as a minimum no further tariff concessions 

on machine tools be granted, beyond those already agreed to 

in the Kennedy Round. Since the President's negotiating 

authority under the Trade Expansion Act of 1962 expired in 

1967, no new concessions have been granted. What consolation 

we derive from this is somewhat mitigated, however, by the 

fact that the Kennedy Round concessions still have two more

stages to go, with further machine tool tariff reductions
*/ 

scheduled for January 1, 1971, and January 1, 1972."

We of course are still of the view that no further 

machine tool tariff reductions should be negotiated and 

we take some heart in the fact that the Administration

*/ Machine tools fall under three different tariff classi 
fications — TSUS Item 674.30 (machine tools for cutting or 
hobbing gears); TSUS Item 674.32 (boring, drilling and mill 
ing machines, including vertical turret lathes); and TSUS 
Item 674.35 (other machine tools). The duty rate for the 
first of these categories, Item 674.30, is today 14$; in 
1971 it will be 12#; in 1972, 10#. The duty rate for Item 
674.32 is today Q%; in 1971 it will be 1%\ in 1972, 6%. 
The duty rate for Item 674.35 is today 10$; in 1971 it will 
be 9%; in 1972, 7-5#. The pre-Kennedy Round rates for these 
three tariff categories were 20$, 12# and 15$, respectively.
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has not asked for broad new negotiating authority. The 

Administration has asked for limited new negotiating 

authority, for purposes of affording compensatory treat 

ment to nations disadvantaged as a result of Presidential 

action granting relief against imports following a success 

ful industry petition under the Escape Clause. As we shall 

develop, we strongly support 'efforts to make the Escape 

Clause a more practically available avenue of relief 

against imports, and because the Administration's request 

for limited new negotiating authority appears integrally 

related to its goal of a more effective Escape Clause, we 

support the Administration's request.

2. Selective import surcharges. In our 1968 

Statement we urged that Congress give consideration to the 

adoption of a system of selective import surcharges under 

which imports of specific categories of machine tools would 

be subjected to additional levies when imports reached levels 

considered inimical to the best long-term interests of the 

United states. In connection with that proposal, we sug 

gested to the Committee -- as we do now   that it is un 

desirable, from the standpoint of the country as a whole, 

for imports of any major category of machine tool to exceed 

10$ of domestic consumption. Accordingly, we proposed in 

1968 that import surcharges be imposed where imports of any
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particular category of machine tool exceeded 10$ of domestic 

consumption during a relevant base period. The basic cate 

gories we proposed were the eight categories for which import 

and export figures were then available   (1) metal forming 

machines, (2) gear cutting and hobbing machines, (3) drilling 

machines, (4) lathes (except vertical turret lathes), (5} 

grinding machines, (6) milling machines, (7) boring machines 

(including vertical turret lathes) and (8) other types of 

metal cutting machines. We suggested that the Bureau of the 

Census FT 135 import statistics and M35W export statistics 

be used as the basis for determining imports as a percentage 

of consumption -- "consumption" of course being defined as 

domestic shipments plus imports less exports.

For further details of our proposal, including 

our suggestions for determining the base period and fixing

the amount of the surcharge, we refer the Committee to our
 / 

1968 Statement, pp. 38-43.

We continue to believe that a system for imposing 

selective import surcharges as imports of particular basic 

types of machine tools significantly exceed 10$ of domestic 

consumption is essential to the preservation of our vital 

machine tool production capability. In recent months, how 

ever, we have concluded that a liberalized and revitalized

*/ 1968 Hearings, at 2868-69.
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Escape Clause might well be the least controversial and 

most practically available route for achieving that result. 

We therefore move to our next recommendation.

3. Escape Clause liberalization. For years fol 

lowing the major surgery which the Escape Clause underwent 

in the Trade Expansion Act of 1962, Escape Clause relief 

was genuinely regarded as a legal mare's nest. Not until 

December, 1969, did a single industry petition for relief 

result in affirmative findings of injury by the Tariff Com 

mission and recommendation for remedial action by the Presi 

dent. But with the piano and sheet glass decisions, coupled 

with the Administration's and Chairman Mills' proposals for 

liberalization of the Escape Clause, many believe that the 

Escape Clause may in the future serve the function it was 

originally intended to serve -- to provide a means for an 

industry, or a vital segment thereof, to secure effective 

relief from serious injury, or the threat thereof, resulting 

from imports.

The machine tool industry shares in this belief. 

Accordingly, we urge this Committee to follow the lead taken 

by the Administration and Chairman Mills and recommend legis 

lation that will remove the requirement in the Escape Clause 

that injury resulting from imports be specifically related
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to imports attributable to a prior tariff concession, and 

make it clear that imports need only be a substantial cause 

of a petitioning industry's injury, not necessarily the 

most important or major cause.

4. The need for depreciation reform. In our 

1968 Statement we pointed out the close relationship between 

our industry's ability to compete with foreign machine tool 

builders, both at home and elsewhere in the world, and the 

availability of adequate capital recovery allowances. We 

pointed out that, even with the 1% investment credit and the 

adoption of the Depreciation Guidelines in 1962, the United 

States had not kept pace with other industrial nations in 

providing the capital recovery allowances that would give 

U.S. industry with high-labor-content products some chance 

of remaining competitive. With repeal of the investment 

credit, of course, the United States has fallen even further 

behind.

We continue to believe that our nation's only hope 

of continuing to compete with imports at home and holding 

our own in the export market lies in the accelerated moderni 

zation of our domestic industrial plant. This can only be 

done with labor-saving machine tools, and other production 

equipment of the most advanced technology. But the prospect
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of continued investment in such tools and equipment will be 

bleak indeed if Congress and the Administration do not soon 

accept the reality that without tax depreciation and capital 

recovery allowances comparable to those of other industrial 

nations there will be no generation of the necessary cash 

flow and profits.

There must be liberalization of depreciation rules 

as well as assurance to U.S. industry that these capital 

recovery allowances and incentives will not be periodically 

turned on and off as the political winds and economic fore 

casts change direction. Our depreciation allowances must 

be grounded in permanent law, not just in regulatory guide 

lines that are constantly subject to administrative change 

or even withdrawal.

In contrast to the present Guidelines, the law must 

be uncomplicated, understandable and precise. It must not 

be conditioned on stringent and complex tests such as the . 

"reserve ratio test" that taxpayers generally find impossible 

to meet or even to understand.

It has taken our country too long to learn that 

favorable balances of trade and international payments de 

pend to a very considerable extent on providing in the 

Federal tax structure the same capital recovery allowances

6-127 O - 70 - pt. 9 -- 12
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and incentives to U.S. industry that our foreign competitors 

receive from their governments.

5. Value added and other indirect taxes. In 1968 

we advocated, as we do today, other changes in our tax laws 

as a means of assisting U.S. industry, including machine tool 

builders, in its efforts to compete with imports at home, and 

in the world market place. One of the most helpful actions 

our Government could take would be to turn to indirect taxa 

tion as a more important source of Federal revenues. We have 

already noted the export benefits that accrue to our foreign 

competitors by virtue of the tax rebates, refunds, and exemp 

tions granted to them with respect to exported machine tools. 

If our Government could exempt U.S. exports from the Federal 

tax base in the same manner, our exports would of course 

become more competitive in world markets. As noted, however, 

under GATT the Government cannot grant similar relief from 

the "direct" tax burden borne by exports in the form of the 

Federal corporate income tax.

Adoption of a system of indirect taxation would 

also assist in connection with the problem of imports. 

Under GATT non-discriminatory indirect taxes can be applied 

to imports as well as domestically produced products in the 

form of non-tariff border taxes.
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Pending the Federal Government's turning to in 

direct taxes as a more important source of revenues, we 

strongly support Chairman Mills' proposal to permit the 

rebating or "drawback" of such local, state and Federal 

taxes as the Secretary of the Treasury determines are borne 

by the exported article.

6. Elimination of non-tariff trade barriers 

abroad. As in 1968, we strongly support efforts by the 

Administration to eliminate preferential and discriminatory 

tariffs and non-tariff trade barriers abroad. Such barriers, 

as already noted, remain of critical importance to our ability 

to expand or even maintain our machine tool export markets. 

The assurances made by our Government prior to the Kennedy 

Round that the removal of foreign non-tariff restrictions 

would be a condition of any tariff concessions by the U.S. 

in the GATT negotiations have not yet been implemented.

We strongly support the Administration's proposal 

to improve the President's bargaining position in connection 

with these issues by authorizing him to take retaliatory 

action against imports from those countries that deny United 

States exporters fair access to their markets.

7. Export control procedures. As in 1968, we 

urge that our export control procedures be modified to the
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extent possible to provide advice and assurances to potential 

exporters, in advance of actual sales, as to whether an ex 

port license will be issued. We continue to approve efforts 

to expand East-West trade to the extent consistent with our 

national security and hope that Congress' obvious intent in 

this regard when it enacted last year's significant amendments 

to the Export Control Act will be given full effect by the 

Administration and the Office of Export Control.

8. Export financing. In 1968 we recommended, in 

•the interest of increasing exports, that expanded financing 

assistance for export sales should be made available for 

machine tools. We pointed out that U.S. companies, operat 

ing within the limitations of traditional private financing 

arrangements, had frequently not been able to meet the ex 

tremely liberal credit terms offered by our foreign competi 

tors with the backing of their governments. We cited the 

example of a potential sale of $8 million to $10 million 

worth of machine tools and related tools, for placement in 

Brazilian vocational and technical schools that was lost by 

U.S. builders to Iron Curtain producers because the U.S. 

companies could not arrange for adequate long-term credits.

We are pleased to say that in recent months there 

have been changes in Ex-Im Bank procedures and policies
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resulting in far more broadly available export financing 

assistance. We trust and hope that these will be continued 

and even further expanded.

9. Tax incentives for exports. In our 1968 

Statement we urged that Congress consider making available 

to exporters generally the tax advantages that accrued under 

the Western Hemisphere trading corporation provisions of the 

Internal Revenue Code to those exporting to Central and South 

American countries. We suggested that, considering our 

nation's balance of payments problem, the tax incentives 

offered to promote Western Hemisphere trade could appro 

priately be extended to promote all export commerce.

We note'with interest and approval the Adminis.tra- 

tion's proposal for legislation authorizing the establishment 

of Domestic International Sales Corporations, which would 

confer on exporters certain tax advantages comparable to 

those now accorded with respect to so-called foreign source 

income. Although it is too early to know whether the par 

ticular legislation suggested would, if enacted, be broadly 

utilized, we strongly favor the principle of encouraging 

exports through the use of tax incentives and applaud the 

Administration for this constructive first step.
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10. Valuation of imports. Although it could not 

be expected to have a significant deterrent effect on imports, 

we urge that consideration again be given to amending the 

Tariff Act to provide for the determination of duty on the 

basis of C.I.F. rather than F.O.B. values. As we' noted 

earlier , the "landed value" of any import includes the cost 

of transporting the import here. We see no reason why, either 

for duty or statistical purposes, an import's value should be 

considered its worth in the exporter's factory rather than its 

value in the United States. This is particularly so when it 

is recognized that most other major trading nations adhere 

to the C.I.F. or so-called Brussels valuation system. 
* * #

These hearings on our foreign trade problems are 

indeed timely. Today the U.S. machine tool industry, as in 

1968, finds it ever more difficult, and in some cases impos 

sible, to compete at home and abroad with aggressive and 

technologically competent European and Japanese builders. 

There are numerous aggravating circumstances, but the prob 

lem primarily results from the high labor content of machine 

tools, which often accounts for as much as 50$ of total pro 

duct value, coupled with the tremendous wage disparities 

that exist between this country and other machine tool pro 

ducing nations, which are constantly widening as a result of
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inflationary wage pressures in the United States. Already 

segments of our industry are in trouble, as the statistics 

we have presented make clear.

The machine tool industry does not seek insulation 

from foreign competition. We recognize the contribution to 

new technology and the stimulus to product improvement pro 

vided by foreign competition, and we would not exclude 

foreign machine tools from our market if we could. But in 

the interest of preventing the wholesale expatriation of our 

essential machine tool production capability, we urge that 

limits be placed on the freedom of foreign sellers to 

supply our market from abroad. Accordingly, we strongly 

support, in addition to the specific recommendations noted 

above, all reasonable efforts by our Government to encourage 

foreign machine tool builders to expand their licensing and 

manufacturing activities in the United States and to compete 

with U.S. builders from within the United States, not always 

from without.

We appreciate this opportunity to present our 

views and, to the extent that we are able, we will be pleased 

to supply additional information that the Committee may wish
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to consider in connection with its investigation and 

deliberations.

Respectfully submitted,

NATIONAL MACHINE. TOOL 
BUILDERS', ASSOCIATION

•Ca

By /s/
HENRY D. SHARPE, J

Dated: June 4, 1970
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Mr. GIBBONS (presiding). Mr. Schneebeli.
Mr. SCHNEEBELI. You speak for a very important industry, one 

of the basic industries of our country.
To what do you attribute this large rise of imports? Is it totally 

price? Is it quality? Are there factors other than price? You said 
that cost is 25-percent less in the general market for foreign-produced 
machine tools.

Mr. SHARPE. I think price is a very large factor in this. There is 
no question about it. I think American machine tools, by and large, 
still possess a narrow margin of quality superiority, but there is no 
question that excellent hardware is being made overseas and price 
is a very important factor.

Mr. SCHNEEBELI. There are quite a few members of this committee 
who were very much in favor of the Trade Expansion Act of 1962, 
which was a liberalization of tariffs, of course. However, a lot of 
these same people now are sponsors or cosponsors of an import quota 
bill based upon some historical period in recent years.

What do you or your industry think of this approach, the historical 
import quota?

Mr. SHARPE. Personally, I am of the opinion that, while harboring 
these questions about the future of this industry, we still must be 
extremely careful to do whatever we do with an eye to not causing 
unnecessary antipathies among our trading partners.

We, as an international industry, are very sensitive to the desirabil 
ity of being able to license and to maintain subsidiaries in those 
countries, not necessarily for re-exporting here, but for the sake of 
participating in those foreign countries' own markets.

If a retaliatory, cool attitude toward the United States is fostered 
because of some of the things that we do here, this will work to 
our detriment.

So the question is: How do you protect this American industry 
without so upsetting our trading partners and their own machine 
tool industries that it causes needless ruffling of the water?

You will find in the original 1968 submission an outline of a 
train of thought which we would recommend for employment were 
all of our industry, or a segment of it, to come before a peril point 
hearing under more relaxed provisions than now exist.

We are of the opinion that we would like to see an increasing 
barrier to importation dependent upon success from here on in 
importing into the United States.

The reason for favoring this, as opposed to an instant quota that 
would shut the border, is that it serves notice on the sales managers 
of foreign companies that the more successful they are going to be 
in the United States, the more further success will be self-regulating.

To use an expression, it provides a cushion and avoids doing some 
thing violent and quick that would cause needless antipathies.

In other words, we would like to see a situation where if penetration, 
to use the census dollar figures for illustration, goes up from the 
present 9.6 percent to 11 percent, the import duties on machine tools 
would go up x percent.

If it went up further from 11 to 12, it would go up another increment 
and so on.



2550

So by the time penetration had reached a few more percentage 
points than it now has, further importation would be prohibitive in 
this country.

Mr. SCHNEEBELI. This is a rather unique approach. Every time your 
import percentage goes up, your tariff goes up the same relative per 
centage. I hadn't heard that suggestion before.

Mr. SHARPE. It is one of our ideas.
Mr. SCHNEEBELI. Do you think that these foreign exporters to us 

are as sensitive to our problems as they are allergic to our imposing 
historical quotas ?

It seems to me that we are very concerned about their sensitivity, 
but they aren't very 'sensitive to the problem we have of these increas 
ing imports that they are shipping to us. It seems to be a one-way 
street, this sensitivity reaction.

Mr. SHARPE. If agreeable to you, I would like to have my partner, 
Mr. LeBlond, field the answer to that question.

Mr. LEBLOND. Let me understand the question.
Mr. SCHNEEBELI. We are concerned about the sensitivity of our for 

eign trading partners if we impose quotas, but they haven't been very 
sensitive to our problems in this area.

Mr. LEBLOND. No; they have not.
Mr. SCHNEEBELI. When we went forward with the Trade Expansion 

Act of 1962, we were very wholehearted in this effort. We tried to be 
nice guys. But I think some of them took advantage of us. So their 
sensitivity is all a one-way street as far as a lot of us are concerned.

Mr. LEBLOND. I have a few comments I would like to make that 
will supplement Mr. Sharpe's written statement.

They relate to a very small segment of the machine tool industry, 
and these are lathe imports. The average annual dollar value of lathe 
imports from 1966 to 1969 was about $38 million a year.

Though the Department of Commerce figures have not segregated 
engine lathe imports during that 4-year period, it is my best judgment 
that engine lathes in the medium duty class represent about one-half 
of these imports, or $19 million annually.

The rule of thumb for pricing standard machine tools is to double 
the price from the f.o.b. price from the foreign country to set the gross 
U.S. selling price.

If this gross price is within 25 percent of the equivalent American 
product, the price stands. If it is not. it is adjusted downward to retain 
this 25-percent price advantage. This means that as much as perhaps 
$38 million or 9,000 units of American-built engine lathes of these 
sizes are lost to imports each year.

It is my contention that this represents about 1,100 skilled machine 
tool jobs. This is a very small segment of our industry, but I use the 
example because it is one of the hardest hit segments, and it demon 
strates how tens of thousands of skilled machine tool jobs are cur 
rently being lost to imports.

Additionally, as has been pointed out in previous testimony, one 
must not forget the material costs represent perhaps 25 percent of 
the selling price and, therefore, American jobs that produce electric 
motors and controls, precision bearings, castings, and steel are also 
lost to foreign labor rates.



2551

It seems clear that if imports are allowed to continue increasing, 
there will be no standard machine tools produced in this country, and 
metalworking manufacturers will be forced to purchase all standard 
machine tool requirements outside the United States.

In times of national emergency this, of course, is impossible. During 
the past 4 years, foreign builders have had extremely active home 
markets, and when these home markets are satisfied standard machine 
tools will flood into the United States and pricing differentials will be 
greater than the U.S. builders can cope with.

American industry has moved its manufacturing operations to 
foreign countries to compete in these markets and to overcome price 
differentials in American markets.

No foreign builder has established a meaningful manufacturing 
operation in the United States to service our market. They don't have to 
because their labor rates are one-half to one-fifth our rates.

Mr. SCHNEEBELI. From what you say, they are pretty well preoc 
cupied with their own domestic market at the present time, and when 
they are satisfied shortly their share of our market will increase even 
more so. You think within the next 5 year this trend will accelerate 
even more do you ?

Mr. LEBLOND. Absolutely.
Mr. SHARPE. I would like, if I might, to come back to your original 

question which deserves careful scrutiny. This is the matter about 
why are we eager to be nice guys.

Mr. SCHNEEBELI. We have been.
Mr. SHARPE. We have been. I would be frank enough to admit that I 

still want to be. The reason I want to be is because the machine tool 
business, as I view it, is an international business, and the greatest 
benefits come from the worldwide application of a given design in as 
many different markets as can participate actively in it.

In other words, if we, here, can design a machine and have it built 
within the Australian market, the Japanese market, the German mar 
ket, the French market, the English market, and the American market, 
we will get much more for our money out of a given engineering 
expense.

Mr. SCHNEEBELI. Which leads me to the question of since we have a 
declining portion of the domestic market, How are your exports ? Are 
they declining, as well ?

Mr. SHARPE. In my view, the day of cast iron exportation is rela 
tively terminated, probably for all major industrial countries.

My reason for believing this is that all industrial nations want 
seemingly more than almost anything else in the world a viable, indige 
nous machine tool industry, for the very reason that we want one.

Germany wants one. England wants one. I am sure Japan wants one. 
Each of these nations will insist on doing the kind of things that I am 
advocating here before you today.

In other words, they will insist that their own industry be protected 
in some fashion. This means that most nations will get their imports of 
machine tools probably about 10 percent in cast iron to the extent there 
are any more "imports" they will be produced indigenously and paid 
for by license fees or dividends from subsidiaries within those 
countries.
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In my view, you oan't fight that. Any modern industrial nation today 
wants its own machine tool industry, and I don't blame them. I want 
mine.

Mr. SCHNEEBELI. It is essential for national defense. We were talk 
ing yesterday about the oil business; the fact that we should have an 
adequate supply and not be too dependent on foreign production and 
imports.

In the interest of time I will yield to my colleague, Mr. Chairman.
Mr. COLLIER. Thank you.
You mentioned that the machine tool products produced in foreign 

countries, primarily the Western European countries and Japan, gen 
erally sell at 25 percent lower ?

Mr. SHARPE. We can find examples of products that will sell any 
where from 5-percent discount to 50-percent discount.

Mr. COLLIER. To what do you attribute the variation, if there is any 
particular thing that it can be attributed to I

Mr. SHARPE. Primarily a tremendous variation in labor cost. We 
have a chart which is in your official statement which indicates an 
average American labor cost of something on the order of $4.83 per 
hour, and a Japanese comparable figure on the order of 90 cents an 
hour. Basically, it is that.

Mr. COLLIER. And the variation from 5 to 50 percent would then, 
I assume, depend upon the number of work hours that would go into 
a particular machine tool unit.

Mr. SHARPE. That is correct, sir. Machine tools are notably labor 
intensive. There is a lot of labor in one of them.

Mr. COLLIER. To what extent do you believe the repeal of the 7-per 
cent investment credit has been a factor in the failure of the industry 
to grow in terms of productive volume ? And is it not true that your 
industry has been hit harder than most industry ? Or have I been mis 
informed by the people in the machine tool industry in my own State?

Mr. SHARPE. I do not believe you have been misinformed at all, sir. 
I think you are absolutely correct. The termination of the 7-percent 
investment credit has been a tremendous blow against us.

As you will see, when you read our written statement, we are stressing, 
heavily the need for a progressive and continuously administered capi 
tal recovery system for this country. I might add that not only did the 
termination of the 7-percent investment credit create a problem for us, 
but the very act of termination created a problem in that a year ago at 
this time—in April, the famous April 17,1 believe it was—we had a 
traffic jam of orders. You should see our graph; it goes way up in a 
big peak, then down she goes. This does nothing for the efficiency of 
the industry. I hesitate to speculate on what the downward effect is 
going to be the moment serious discussions are undertaken about final 
ly installing some reform of our depreciation legislation. I hope that 
Congress will sneak up on that one quietly and do something while 
nobody is looking, and we wake up some morning and "She's in."

Mr. COLLIER. So that actually you have been hit by a sort of two- 
prong attack, the import problem on the one hand and the loss of the 
investment credit on the other ?

Mr. SHARPE. That is correct, sir.
Mr. COLLIER. It is interesting—and perhaps this is as good a time
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to make this observation as any time—every member of this commit 
tee, I am sure, will concur in it, that the dilemma of this committee— 
perhaps I don't have the authority to label it as a dilemma of the 
whole committee, the fact that the pressures in support of the adminis 
tration proposal and even a more liberal proposal are understandably 
coming from those industries which are enjoying a profitable business 
operation or business operations from the export of what they produce.

On the other hand, there are industries such as the machine tool 
industry, and a number of others that are being severely hurt and, 
looking at the trend which began a few years back and projecting it, 
there is nothing on the horizon that would indicate that these indus 
tries that are being hurt are going to be helped. And there is nothing, 
in my opinion, in even the relief aspects of this bill, that is going to 
solve their problems.

As one of my colleagues said, what good does it do to have your 
funeral expenses paid ? You are not there enjoying it. I think we dare 
not ignore, on the other hand, the many industries that are doing a 
profitable business and who are increasing their employment or have 
increased their employment as a result of doing business abroad. How 
ever, I am inclined to believe that in most of these instances it is be 
cause their production is not as competitive, so it becomes easy for 
them, come transition time, to purchase those things that they are not 
in a position to produce on a competitive basis.

At such time when they become competitive, I am sure to some de 
gree at least, the American export market will begin to dry up. I base 
this on the historical fact of a substantial number of industries that 
did a very good business abroad until the wherewithal was developed 
in country A or country B, which then subsequently, as you know, the 
American exports to that country dropped off, in some instances, al 
most completely.

I think your approach—and I will be interested to read the more 
complete documentary on this—is a sensible approach in that it recog 
nizes that we can't crawl into a shell; we can't become a nation that 
adopts an isolationist policy. But it also recognizes that neither can 
we afford to engage in a type of policy that is going to put a major 
industry of our country on the skids.

I think you have made an excellent statement. I think it behooves 
this committee in looking at both sides of what is a very serious prob 
lem, to try to find some solution which frankly at this point I don't 
see in the administration's proposal, and I wish sincerely that I did.

Mr. SHARPS. I think the solution lies, to make a final statement, in 
helping us get better escape clause or peril point provisions, so we 
can come in and, where we really have a problem, have that problem 
ameliorated while at the same time supporting us both in: Developing 
whatever exports we can in cast iron, and allowing us to build plants 
or make arrangements overseas to get profits out of American design 
ideas in other markets, even though we don't export cast iron to them.

And I think we should make one final observation here while every 
body is wringing his hands a/bout what we are going to do.

As I travel around this world there is one quality in America which 
is still unmistakable and at which I stand amazed in spite of all that 
has happened in this country to make me feel discouraged:
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We have a peripatetic desire to innovate. We still seem to be pos 
sessed with this so that when we see something, somehow instinctively 
the American drive thinks of a way to do it better.

If we can dispose our machine tool companies in this country and 
their arrangements for facilities abroad to disseminate and thus-get 
profit from those ideas which we are so indigenously capable of gen 
erating income for this country.

Thank you very much for the time you have spent.
Mr. GIBBONS. Mr. Pettis?
Mr. PETTIS. No questions.
Mr. GIBBONS. Mr. Sharpe, I have a few questions for you. This is 

extraneous, but I want to fall back on your experience.
To what extent does the system of weights and measures that we 

have in this country, which is at variance with so many other indus 
trialized nations in the world, inhibit our ability to compete ?

Mr. LBBLOND. The fact that I think we are on the British end of the 
measurement has not slowed down the importation of metric machine 
tools. I think that as far as our ability to export to metric countries 
this has not been a problem to us. I think in time that we will work 
toward the metric system, but it is going to take a long time.

Mr. SHARPE. I would like to make one personal observation on the 
metric system. I know this is under study now, and there is a $350,000 
appropriation to the Department of Commerce to carry it out that 
was sponsored by our Senator Pell from Rhode Island.

We should be wary of legislating changes that do not have to be 
made. That is the key to the whole thing.

Mr. GIBBONS. I appreciate your observation.
I noticed in your prepared statement—which is a very finely pre 

pared statement; I want to commend you for it—on page 6, table 1. 
I guess this is a table which you say illustrates the amount of penetra 
tion that we have had in this country.

Mr. SHARPE. Actually, sir, speaking of the table, if I recall correctly, 
page 14, table 5.

Mr. GIBBONS. Yes, sir; I had a hard time reading it and listening to 
you at the same time. But on this table 1, one of the things that inter 
ested me—and I would like to get your observation on—I notice under 
the column "units" the export units have declined only a couple of 
thousand, not even that much. But the import units have better than 
doubled. What is the unit difference ? What makes that so significant ?

Mr. SHARPE. Once again, Dan, I think your company is a marvelous 
example of this.

Mr. LEBLOND. The change in units from 24,000 to 52,000, more than 
double, is accompanied, of course, by an almost five-time increase in 
dollars. But the units that are being imported at the current time are 
primarily standard machine tools and the units being exported are 
primarily specific-purpose or sophisticated machine tools. Therefore 
there is a substantial difference between the unit price of exports and 
imports. Additionally, the imports are valued at the f.o.b. of country 
of origin price, not the American selling price. That is why I said a 
few minutes ago that, in my opinion, the dollar value of imports of 
1969 of $156 million represents in U.S. machine tool dollars manu 
factured here perhaps double that price.
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Mr. GIBBONS. Do I understand you correctly that we are importing a 
lot of small relatively less expensive vis-a-vis our exports, perhaps 
less complicated types of machine tools, and we are exporting a lot of 
more sophisticated heavier type equipment ?

Mr. LEBLOND. That is true to a degree, but as the foreign builders 
from all over the world increase their capability, they are now en 
croaching upon more sophisticated machine tools. Also, I might add 
that the exports, I believe the exports are primarily concentrated in 
machine tools directed to the automotive industry abroad. This has 
been true lately because of the tremendous backlogs of foreign builders 
in those types of machines.

Mr. GIBBONS. On page 30, Mr. Sharpe, that chart that you have 
there, I realize that it is a kind of crude measure of not exactly a real 
machine tool, as far as precision is concerned, but we have heard some 
testimony earlier about the fringe benefits in Japan and some of these 
other countries. You reflect the fringe benefits as being very low 
there as compared to our own fringe benefits. I am not familiar with 
the Japanese situation, but I assume you have traveled over there and 
have had some experience in that area. Don't they have some rather 
unusual procedures of sort of joining an industry for life, or the whole
family joining up, something like that ? 

Mr. SHARPE. Unusual is thethe correct word, sir. They are different 
when compared to American personnel practices. But, of course, all 
personnel practices have an assignable value.

Mr. GIBBONS. Does this chart of yours show those unusual values ?
Mr. SHARPE. I am afraid I cannot answer that, sir.
Mr. GIBBONS. We have to, eventually going to have to, get to the bot 

tom of that. We seem to have trouble getting to the bottom of it and 
eventually we are going to have to do so.

I have a couple more questions here, I don't know whether they come 
within your expertise. With respect to the DISC proposal, what price 
advantage do you believe the DISC proposal would give you as com 
pared to the present tax treatment of domestic manufacturers who 
produce abroad and who use low-cost foreign labor ?

Mr. SHARPE. I am a little confused as to what you are referring to by 
the words "this proposal."

Mr. GIBBONS. DISC, I am sorry.
Mr. SHARPE. To be honest with you, first of all, I will not plead any 

where nearly the expertise and background of the very able testimony 
you were listening to this morning, the DISC proposal is not anywhere 
near the center of the thrust of our discussions. I think that our in 
clination tends to be that if it is passed we will have a look at it and 
see if we can use it.

Mr. LEBLOND. And perhaps because the price differential is great 
enough between a foreign-built machine tool and domestically built 
machine tool that the DISC proposal may not have any value to a 
domestic producer.

Mr. GIBBONS Thank you, sir. I appreciate your very fine testimony.
Mr. SHARPE. Thank you, sir.
(The following statements were received for the record:)
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STATEMENT OF MACHINE TOOL GROUP, AMERICAN IMPORTERS ASSOCIATION, 
SUBMITTED BY ERIC R. BACHMAN, CHAIRMAN OF STEERING COMMITTEE

I. INTRODUCTION

The Machine Tool Group (MTG) is a separate industry section organized 
within the American Importers Association. It is composed of companies in the 
United States which are engaged in the importation of metal cutting, bending 
and forming machine tools. Generally speaking, the machines imported by mem 
bers of the Group are general purpose machine tools 'which fall within those 
items specified in Sections 674.10 to 674.56 of the Tariff Schedules of the United 
States.

A considerable share of the machine tools coming into this country are im 
ported by American companies who are also domestic producers of machine 
tools. These machines are imported by domestic manufacturers from their own 
foreign subsidiaries and licensees as well as from unrelated overseas producers. 
Members of the MTG are completely independent of the American manufacturers. 
They are firms whose principal activity is the importation and distribution of 
foreign made machine tools. The great bulk of machine tools thus imported into 
the United 'States are handled by members of the MTG.

II. TREND IN MACHINE TOOL IMPORTS

An analysis of total import dollar value of machine tools in various categories 
for the years 1967, 1968 and 1969 is attached as Schedule A. During the period, 
total value of imports declined from a high of $178,205,000 in 1967 to $156,121,725 
in 1969. Total dollar value of all imports in 1969 was 12.4% less than it was 
in 1967.

The total import figures do not fairly represent either the relationship between 
imports and domestic production or imports and domestic consumption. Certainly 
that portion of the total dollar value of imports which represents the production 
of foreign subsidiaries, licensees and suppliers of American manufacturers should 
be eliminated in order to obtain figures which, would correctly present the effect 
that imports have on domestic producers and the American market.

The organization of American machine tool manufacturers is the National 
Machine Tool Builders Association (NMTBA). In its statement presented to 
this Committee on June 4, 1970 (NMTBA Statement) pp. 34 to 36, the industry 
complains that the problem of imports has been accentuated in recent years 
because of the export of technology through licensing arrangements and because 
of an increase in foreign investment by United States companies in foreign 
subsidiaries. The NMTBA Statement at p. 35 acknowledges that part of the 
import problem arises from the entry into the United States of machines built 
by licensees and subsidiaries of the American companies. The industry con 
gratulates itself that—"To a significant degree U.S. companies with foreign 
manufacturing subsidiaries have so far resisted the temptation to serve the 
U.S. market from abroad." But then the NMTBA Statement mournfully goes 
on to acknowledge that—"It is not clear, however, how long they can continue 
to do so."

No statistics are available to show the proportion of the total import value of 
machine tools that is accounted for by the activities of the companies comprising 
the American manufacturing industry. These figures are, of course, readily avail 
able to the NMTBA. Nevertheless, except for the above mentioned vague and 
undocumented disclaimer, the NMTBA Statement makes no effort to evaluate 
the proportion of the total dollar value of imports generated in this fashion. 
Certainly, neither the MTG nor any import association can effectively break 
down total imports in such a way as to demonstrate the proportion so attributable 
to the domestic industry. One can only estimate that the size is significantly large 
and. one is sure even if only from the veiled admission of the NMTBA that the 
proportion is growing. One can say, therefore, that the rate of decline in the 
dollar value of significant imports—that is imports not related in any fashion to 
the American industry—is greater than the overall rate of decline which has 
been 12.4% over the period of the last two years.

m. NMTBA'S POSITION ON RESTRICTIONS

The NMTBA does not directly support any of the legislation under considera 
tion by the Committee the purpose of which is to establish authority for the
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overall imposition of import quotas. The industry rather bids for support for 
"Selective import surcharges" something it has been seeking ever since 1968 
(see p. 43 in NMTBA Statement). The industry proposal is based on its argu 
ment that it is inadviasble from the point of view of the country's military 
posture to allow imports in any category of machine tools to exceed 10%. To 
prevent this from happening, the industry advocates a special tariff surcharge 
on all such imports so as to keep them down to 10% of domestic consumption. 
Any such impost, of course, would actually result in the establishment of a 
quota by thinly disguised subterfuge.

The only importers who would be able to continue to operate in the event of 
such a surcharge would probably toe those who are purchasing from their own 
subsidiaries abroad or through favored arrangements from their own licensees. 
The likelihood, therefore, is that the imposition of such a surcharge would com 
pletely foreclose the independent importer in any area where the surcharge 
applies.

IV. MILITARY ARGUMENT

The entire basis for the NMTBA's position on "Selective import surcharge" 
quotas is that without some such enactment, the "United States industry's capa 
bility of adequately meeting needs in a military emergency would be com 
promised. The argument is a novel one. No other industry or group of manu 
facturers has ever similarly suggested that it should be protected against 
competition, either domestic or foreign, in order to preserve its capability of 
meeting demands in a military emergency. It is hard to imagine any industry 
that will not be able to use this argument if the argument succeeds for the 
Machine Tool Builders. War and military emergencies always produce exag 
gerated and disproportionate demands upon every industry. In the history of 
this country industry has always risen to meet such a demand. One confidently 
expects that our Machine Tool Builders will continue to meet such needs when 
necessary whether or not they are sheltered by anti-competitive restrictions in 
time of peace.

V. IMPORT RESTRICTIONS AND THE BALANCE OF TEADE

The Machine Tool Industry in the United States has always been sensitive to 
its own industry balance of export-import payments. The United States indus 
try has traditionally been a large exporter of goods. The volume of exports, of 
course, has been seriously affected by the industry's own actions in exporting 
technology and in the creation of foreign plant and the industry has admitted 
this. Exports have been replaced by licensing of technology by American industry 
to foreign producers and by the acquisition of foreign production facilities by 
American manufacturing firms.

The balance of payment argument, therefore, is one which the industry must 
approach very gingerly. The industry, nevertheless, is still very much concerned 
about its export markets.

Much of the NMTBA Statement and many of its proposals are intended to im 
prove the industry's export position. It would have this government actively seek 
the lowering of trade barriers throughout the world to American exports. At the 
same time and with utter inconsistency, the NMTBA urges the end to all further 
tariff reductions, liberalization of "escape clause" provisions and finally "Selec 
tive Import Surcharges" which will effectively close the American market to im 
ports of certain types of machine tools. This kind of inconsistency reveals a 
shortsighted willingness on the part of the industry to sacrifice all long-term trade 
advantages to short-term narrow advantages for particular commodities.

VI. CONCLUSION

Studies in depth of the industries most actively seeking quota legislation re 
veal that the competition from imported goods is never the sole or even the prin 
cipal reason of that industry's troubles. The establishment of import restrictions 
in any form and the resulting limit on competition will encourage industry to 
relax efforts to solve what are the real problems in the areas of research, de 
velopment, production and marketing. Anti-competitive commodity quotas will 
have the immediate result of decreasing efforts to improve products and to es 
tablish new product lines.

For American industries which find themselves in difficulties because of In 
creasing competition abroad, there Is already on the statute books a broad range

46-12T—70—<>*• 9———13
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of laws intended to give relief. More flexible and effective administration of 
adjustment assistance provisions to cure actual dislocations caused by imports 
can give effective relief where needed without giving rise to the host of new 
and larger problems that inevitably result from anti-competitive trade restric 
tions.

Finally, the imposition of quotas by statute no matter how limited they are 
in term's of the goods to which they apply will mark a clear-cut and definite 
departure from United States trade policy over the years since World War II. 
There is no doubt but that this action would be so regarded by all the countries 
throughout the world with which we trade. Those countries whose trade is af 
fected by the particular quotas enacted would begin to take retaliatory action 
affecting their purchase from us of other goods and commodities. The net long- 
term result will work a reversal of the healthy trend to international trade liberal 
ism of the past thirty-five years and will mark a return to the kind of trade chaos 
that had earlier existed in the world.

MTG respectfully urges that the Committee reject any legislation intended to 
impose trade quotas or similar import restrictions by whatever name they may 
be called.

EXHIBIT A.-MACHINE TOOL IMPORTS-1967, 1968, 1969

Type and number

7151010 — Tools for cutting or nobbing

7151040— Boring machines and

7151050— Lathes exceptturret 
lathes.-. --___..._._.._- ____._-

7151060— Grinding machines..... ....
7151070— Metal cutting machine

7151080— Metal working machine

Total........................

1

Quantity

279
5,304
5,715

937

15, 654
4,934

20, 533

11,352

64. 708

1967

Dollar value

$3, 624, 850
7, 586, 140

31,443,695

21,046,249

47, 726, 207
15, 998, 453

26,116,009

24, 663, 487

178. 205. 090

i

Quantity

297
5,403
5,428

1,057

11,452
5,792

13,550

9,074

52. 053

1968

Dollar value

$3, 804, 799
8, 064, 000

30, 641, 874

21,408,062

38, 069, 979
16,963,630

23, 057, 809

21, 565, 605

163. 575. 758

1!

Quantity

320
6,146
4,710

797

13,241
5, 352,

10, 832

10, 932

52. 330

969

Dollar value

$2,483,561
6, 024, 458

26,293,009

20,994,145

37,969,918
16, 574, 761

22, 434, 169

23, 347, 704

156.121.725

i Not elsewhere specified.
Source: U.S. Department of Commerce FT 135.

GASKET MATEBIALS PRODUCERS INSTITUTE, INC.,
Philadelphia, Pa., June 12,1910. 

Mr. JOHN M. MAKTIN, Jr.
Chief Counsel, Committee on Ways and Means, Souse of Representatives, 

Washington, D.C.
DEAR ME. MARTIN : AVe represent a small group of gasket material producers 

who, however, produce the major U.S. supply of "Vegetable Fibre Sheet Mate 
rials" together with other related items.

During the past several years, we have experienced low price competition'from 
imported "Vegetable Fibre Sheet"—primarily of English company manufacture. 
As a consequence, a significant volume of established commerce has been lost to 
members of our industry.

The devalued British Pound Sterling and ocean freight economies of the St 
Lawrence Seaway have combined with aggressive selling effort (which reported 
ly includes virtual consignment of inventories) to jeopardize primarily Automo 
tive business.

Most American-made "Vegetable Fiber Sheet Gasket Materials" are at least 
equal, and sometimes superior, in quality to imported. English materials price- 
wise are approximately 15% lower than those offered by American manufac 
turers. Increasing transportation rates add to the problem. We recommend an 
appropriate tariff or duty for imported Gasket materials when importing ad 
versely affects American manufacturers. 

Sincerely yours,
CHARLES A. HOFMANN, President.
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PRESSURE PRODUCTS INDUSTRIES,

Hay 22, 1970. 
Mr. JOHN MAJBTIN, Jr.
Chief Counsel, House Ways and, Means Committee, Long-worth Building, 

Washington, D.C.
DEAR MR. MARTIN : It is our understanding that you are currently conducting 

a series of hearings regarding possible changes in import duties and quotas for 
various items of equipment. We would be particularly interested in making a 
statement regarding metal diaphragm compressors produced by the PPI Division 
of The Duriron Company. The schedule "B" commodity groups involved are 
719.2210 and 719.2215.

Pressure Products Industries, Division of the Duriron Company, Inc., is the 
only U.S. manufacturer of metal diaphragm compressors suitable for compression 
of oxygen and breathing air mixtures at the pressures typically required by U.S. 
Navy specifications. Competing equipment is distributed by a U.S. Company util 
izing 100% French made diaphragm compressors. The only U.S. made equipment 
supplied on these compressors te the motor and the base plate.

As you are aware, it is very difficult for us to compete from a labor standpoint 
with the current French rates and this leaves us in a non-competitive price situa 
tion when bidding on certain U.S. Government contracts. Since we are the only 
U.S. manufacturer for a material which is strategic to the U.S. Navy we believe 
that higher import duties should be considered to protect the only domestic 
manufacturer. The uncertainty of purchasing initial equipment and spare parts 
from a European manufacturer for defense effort is obvious and although a U.S. 
distributor for the French machine does exist, equipment and parts (manufac 
tured to metric sizes and tolerances) are totally produced in France.

To date we have been unsuccessful in attempting to convince various U.S. Navy 
and other Government Agencies that they should give preferential consideration 
to a U.S. manufacturer for the reasons outlined above. There is a significant por 
tion of our business lost annually to a foreign competitor. Needless to say the 
continued research and mechanical development required for metal diaphragm 
compressors must be derived from the sale of the units to U.S. customers. We 
feel that it is in the best interest of the United States Government to raise the 
import duty on metal diaphragm compressors.

Thank you for your interest in this matter. If we can supply any additional 
information please do not hesitate to contact us. 

Very truly yours,
ROBERT J. SENN, Sales Haanger.

Mr. GIBBONS. The next witness is Mr. Lawrence C. McQuade.
Will you come forward, Mr. McQuade? We want to welcome you 

back here. I know you were once Assistant Secretary of Commerce. 
Identify yourself and proceed as you wish.

STATEMENT OF HON. LAWRENCE C. McQUADE, DIRECTOR, 
INTERNATIONAL TRADE CLUB OF CHICAGO

Mr. McQuADE. My name is Lawrence C. McQuade. I am here to 
represent the International Trade Club of Chicago. I am a director 
of this organization. It has about 800 individuals in the Chicago area 
many of whom you know, Congressman Collier. This is the ITC's 51st 
year of operation.

I also happen to be a president of Procon, Inc., an international en 
gineering firm. As you noted, I used to be in the U.S. Government here.

The International Trade Club of Chicago welcomes this opportu 
nity to present to this committee its views in support of H.R. 14870.

Chicago's International Trade Club has a membership of approxi 
mately 800 businessmen, bankers, and others involved in the interna 
tional commerce which flows into and out of the farms, factories, and 
commercial activities of the Midwest. In 1968, Illinois' exports of al-
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most $3 billion made it the leading exporting State in the Union in 
both agricultural and industrial categories.

BASIC PHILOSOPHY

The Midwest has a big stake in international trade, and our organi 
zation strongly believes that the basic thrust of U.S. trade policy should 
be toward a more liberal, nondiscriminatory, multilateral system of in 
ternational trade.

We see the benefits to the United States on both sides of the ledger. 
Prom imports, we expect:

Raw materials, including critical items like chrome and nickel;
An addition to the variety of goods and services available to the 

American consumer and American industry;
A competitive check on price and quality in the American market; 

and
A "peak shaving" function by absorbing some of the excess demand 

in the United States during an inflationary period.
From exports, we expect:
A continuation and growth of the $37.3 billion overseas market for 

American goods and services;
Greater employment in the United States, once estimated by the 

Commerce Department to be 127,000 jobs for each additional $1 billion 
of exports; and

An important contribution to the U.S. balance of payments.
The world has made substantial progress toward a freer trading sys 

tem in the last three and a half decades. Since 1934, U.S. tariffs have 
dropped from an average of 47 percent to 11 percent today. Other 
major trading nations have made similar adjustments. Moreover, since 
Bretton Woods, the basic format of the non-Communist trading world 
has been multilateral and nondiscriminatory with reliance on most- 
favored^nation tariffs.

Under this system, free world trade has doubled in the past 7 years 
to over $250 billion. If the trade of the free world moves ahead be 
tween now and the year 2000 at just half this rate, it will still rise to 
well more than half a trillion dollars. The population explosion and 
accelerated economic development helped generate these rising levels 
of international trade. But, an expansion of this scope would have 
been impossible under1 the restrictive trade policies abandoned in the 
1930's. The United States and the rest of the world should not turn, 
or drift, back in that direction.

BASIC POSITION
We support H.E. 14870 as a useful element in furthering American 

interests in a generally liberal international trade system for the 
1970's.

At the same time, we note that a fully rounded trade program for 
this decade will require more—including a major initiative to remove 
nontariff barriers, action—such as the Treasury's DISC proposal—to 
equalize incentives to export, and aggressive diplomacy to overcome 
major inequities—like the European agricultural policies—imposed 
on American access to world markets.
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The essence of H.E. 14870—other than section 401 et seq.—is to provide the President with sufficiently flexible authority so that he can deal effectively with situations in which the ability to grant a de gree of relief from import pressures serves a beneficial purpose. With out such authority, the country's capability to avoid restrictionism is diminished.
The overall virtues of a liberal international trading system de scribed earlier may not sound persuasive to some individuals, com panies, industries, or communities dependent upon a plant which is losing sales and jobs to import competition. For them, the real-life issue is whether they will lose their jobs and economic well-being. Most can, and will, adjust to domestic competitive realities; but many will view an adjustment forced by imports as impossible, unwise, or unfair and will seek the shelter of trade restrictions.
Some additional adjustment relief for such businesses and individu als is necessary and is provided for by H.E. 14870 as I will hereafter discuss.
Since the completion of the Kennedy round in mid-1967, the Con gress and the Federal Government have been subjected to powerful pressures for a variety of restrictive trade measures, especially import quotas. A paoply of quotas on a major scale would shatter world trad ing arrangements as they now exist.

It would evoke major retaliation by other countries against our most successful agricultural and industrial exports.
It would effectively limit the overall level of world trade, for others need to earn in order to buy. ,
It would freeze relative shares of the U.S. import market among other countries.
It would protect and promote inefficiency in the U.S. domestic economy by insulating a protected industry from one of the com petitive incentives to resist rising costs.
It would impose higher product prices and a more limited product choice upon the American consumer.
It would deeply scar U.S. political relationships with its trad ing partners, including Japan, Canada, and Western Europe. 

To avoid these profound consequences, some more modest ameliorat ing Government actions, limited on a case-by-case basis to a fixed period of adjustment, seem appropriate to deal with the transition problems of the genuine hardship cases. Herein lies the chief virtue of the main provisions of the legislation now under consideration.
The emphasis placed upon transition reflects a belief that a dynamic, healthy American economy must be constantly changing its mix of goods and services in response to market forces if it is to stay ahead, rather than fall behind, the rest of the world. Ameliorating actions should rarely become permanent protection.

HOUSEKEEPING AUTHORITY: SECTION 201

The authority proposed in section 201 would permit the President, 
through June 30,1973, to negotiate tariff reductions up to 20 percent— 
or by 2 pecentage points ad valorem or equivalent—on particular 
items. It would put the President in the position to negotiate limited
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tariff reductions when the United States—through legislation or 
escape clause actions—raises a tariff. In the absence of such adjust 
ments, other countries have a legal right, under the GATT, to re 
taliate by taking offsetting actions such as tariff increases against an 
-equivalent amount of U.S. exports to them.

When exceptions come along and the United States raises a tariff 
:as a matter of equity or political reality, it is important that the 
President have the authority to deal with these situations within the 
legal rules which hold together the basic structure of the international 
trading world. Section 201 serves the purpose of permitting the 
President to do this.

ESCAPE CLAUSE: SECTION soi

The proposed amendment of the escape clause provision reflects the 
difficulty in getting adequate relief for meritorious cases under the 
existing statutory criteria. These require (a) that imports be a major 
factor in causing injury or threat of injury to the claiming industry 
and (&) that there be a causal link between the increase in imports and 
previous tariff concessions. Then temporary industrywide relief could 
be granted.

The proposed changes are: First, to eliminate the "major" factor 
test of import injury—which had been interpreted to mean at least 
51 percent of the cause—and base the test on "a primary cause of 
serious injury"; that is, the most important single cause among all 
of the contributing causes. Second, to eliminate the requirement of 
establishing that a previous tariff concession is the cause of an increase 
in imports.

Under the present language, escape clause decisions have been diffi 
cult because the facts are so complex and intertwined. Otherwise, we 
would be reluctant to support abrogation of the requirement for tying 
the rise in imports to a tariff concession.

On balance, an easing of the escape clause criteria seems appropriate 
so it will not operate on too limited a scale. Otherwise, labor and in 
dustry are more likely to seek direct legislative action for protection 
against import competition.

ADJUSTMENT ASSISTANCE: SECTION 301 ET SEQ.

H.R. 14870 also proposes to change the adjustment assistance pro 
visions of the Trade Expansion Act—which permits help to individu 
als and firms—in several important ways:

(a) It would eliminate the need to prove linkage between past 
tariff concessions and increased imports.

(&) It would substitute for the "major" factor test a new test of "a 
substantial cause of serious injury" for eligibility.

(c) It would keep the Tariff Commission in a factnnding role, but 
transfer to the President the function of making determinations on 
the existence and cause of injury.

(d) It would give authority to grant adjustment assistance in cases 
where an appropriate subdivision of a firm suffers injury even though 
such a conclusion cannot be made about the concern as a whole.
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_ The net of these factors is to make adjustment assistance a more prac 
tical instrument than it has been in the past. In the 8 years of life of 
the present adjustment assistance section, no firm and few workers 
have been certified for aid.

Of course, the question remains of how much such assistance might 
cost the American taxpayer should adjustment assistance come into 
being in times when the economy is slack. The experience which we 
have had under the Canadian Auto Parts Agreement has all been at 
times when skilled workmen have been in great demand. Adjustment 
periods have been short; adjustment payments, trivial.

We may be talking about much larger sums of money if the easier 
criteria proposed in H.E. 13870 results in large numbers of cases 
at a time when the economy does not provide either workers or busi 
nesses ready alternatives. I do not believe there are any reliable 
estimates on this subject. Nevertheless, our organization is prepared 
to accept this risk in the interests of removing potential opposition 
to a continuance of an essentially liberal trading environment. We 
believe in dealing effectively with the legitimate concerns which might 
otherwise lead in protectionist directions.

FOREIGN IMPORT RESTRICTIONS: SECTION 203

The bill proposes to permit the President (a) to impose duties or 
iother import restrictions in nonagricultural situations similar to 
those he may now take, under section 252 of the 1962 Trade Expan 
sion Act, in agricultural situations against countries which maintain 
unjustifiable import restrictions upon U.S. products, and (6) to sus 
pend or withdraw trade agreement benefits from countries which 
subsidize exports to third-country markets and thereby unfairly affect 
competitive U.S. exports to those markets.

The merits of these changes lie chiefly in the tools they would provide 
to the United States to fight for fair treatment of U.S. exports to other 
markets of the world. If we are to keep our markets relatively free 
from undue restrictions upon imports, we are entitled to receive equally 
fair treatment for our exports in other markets.

NONTARIFF BARRIERS

In this area of nontariff barriers, every nation sins. Many of these 
barriers have an innocent but important domestic purpose or appear 
ance, yet have an impeding and discriminatory effect on trade. Exam 
ples are safety regulations, marking and labeling requirements, food 
and drug standards, border taxes, and health, and sanitary regulations. 
Others are difficult to detect, such as arbitrary or dilatory customs 
practices and unpublished but effective restrictiveness in Government 
procurement.

The United States is accused of imposing NTB's by such things as 
our auto safety regulations, our Food and Drug Administration pro 
cedures, and other things which we regard as valid domestic actions. 
In brief, the nontariff barrier situations in our country, as in others, 
pose difficult political issues.

The American selling price method for determining the tariff on
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benzonoid chemicals and a limited number of other products results in 
effective rates well above 100 percent in some instances.

Frankly, our organization is not in a position to analyze in detail 
the merits of this particular situation.

We are convinced, however, that nontarifl barriers constitute an 
insidious, complicated and difficult set of trade impediments of direct 
concern to the American exporter. We believe that the next major step 
in pursuit of a liberal trade policy should lie in this area. We recognize 
that persuading others to give up certain practices will entail giving 
up some of our own.

Obviously, the general atmosphere for international trade would be 
improved by removal of ASP. However, we are conscious that some 
members of the chemical industry feel it would pose real difficulties 
for them.

GATT EXPENSES: SECTION 202
GATT is an important instrument of a sensible world trading sys 

tem. We believe it is desirable for the United States to pay its share 
of the GATT expenses through appropriation in an orderly, open way.

CONCLUSIONS
The International Trade Club of Chicago strongly supports H.R. 

14870.
We think it is consistent with the liberal, nondiscriminatory, multi 

lateral trading system which we believe will best serve the United 
States.

We think that judicious provision for amelioration of hardships 
arising out of such a liberal trade policy would foster, rather than 
impede, the kind of policy we consider right for the country.

We want the President to have enough authority to function in a 
noncumbersome way within the legal framework provided by GATT.

And, we hope the passage of this bill will be one of many continuing 
steps toward an improved international trading environment for the 
decade of the 1970's.

The thrust of my presentation relates to H.E. 14870. However, since 
the committee has spent so much time on DISC today, I would like to 
state that our organization is strongly in favor of the DISC.

I think it would be improved, if I may speak for myself, if it in 
cluded construction services, as Mr. Golson pointed out earlier.

If I can take a side note here: My own company, Procon Inc., last 
year added $400 million of new business to its backlog. Of that, about 
$250 million is going to be done from our overseas offices which will 
mean that we will be procuring equipment in Britain and in France 
instead of in the United States for our construction enterprises. The 
reason that we do this business there is because those two countries 
provide superior incentives.

I think that should be borne in mind when this committee looks at 
the DISC proposal. I think the DISC could help change this for 
ourselves and for others.

To come to my main point, which is to say that the International 
Trade Club of Chicago strongly supports H.R. 14870. The Midwest,
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as Congressman Collier knows, has a big stake in international trade. 
About $3 billion of exports went from the State of Illinois to the rest 
of the world in 1968. I am not sure what it was in 1969. This $3 
billion of exports means something in the neighborhood of 300,000 to 
400,000 jobs in our area of the country are dependent upon exports. 
We also have additional jobs which are dependent upon imports.

The basic position of our organization is to favor a liberal, non- 
discriminatory, multilateral trading system, and we think the ad 
ministration's bill would help give such a system greater reality.

In particular, we regard the proposed section 203, which would 
give us the right in nonagricultural products, as you know, to apply 
some countermeasures to other countries which do not treat U.S. 
goods fairly, as a means to persuade others to give U.S. goods fair 
treatment.

Second, we believe that the escape clause and the adjustment as 
sistance are important. First, to meet the genuine hardship cases with 
the least disruption of the overall system; and, second, to ease transi 
tions for those who are pushed by the competitive market forces of 
imports to change into another area of activity where they can be 
more competitive and more successful.

I am going to draw for a moment on my experience as Assistant 
Secretary of Commerce. I remember particularly dealing with four 
escape clause cases. We turned two down and we granted some relief 
for the sheet glass and wilton and tufted carpet cases. I was im 
pressed at that time that, if we had not granted the relief, the 
plants—which we spotted throughout the country and saw where they 
were located—would be closed down in depressed areas where we 
were concurrently applying Federal programs to stimulate new jobs 
in industry.

It seemed to be working at cross purposes to take an action which 
would close down a plant in the very area where we were spending 
money and trying to get new jobs to be created. However, I was also 
anxious in the same instance that the time bought by the escape clause 
action be used by the industry and by the communities to make transi 
tions and not simply to gird their political loins to gain new extensions 
of relief at the end of the period of time for which the relief had been 
granted.

In my view—and here I am expressing the view of our organiza 
tion—the United States simply has to adjust to market forces, if our 
economy is not to lose its relative efficiency in the world. And if we are 
going to be the leading economic Nation of the world, we have to 
learn how to adjust from those things in which we are less efficient 
to those things in which we are more efficient.

I did go with Senator Eandolph to Clarksburg,, W. Va., a city in 
which the sheet glass industry is one of the most important industries. 
This is a community which was addressing itself to the problem. They 
did expect to lose one major source of jobs and they were actively seek 
ing to get some aerospace industry involved there. Under those circum 
stances, it seemed to me that the kind of relief which is proposed in the 
administration bill can be quite helpful. We experimented at that time 
with getting available Federal programs, EDA and the Small Busi 
ness Administration, and so forth, to see if those resources could not be
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brought to bear to help these particular communities where the plants 
would be shut down when, as and if the special escape clause relief 
terminated.

I regret to say that the results were not really very good. These pro 
grams, for one reason or another, did not seem to be geared to this par 
ticular purpose. It was hard for the plants and communities facing 
transition to be eligible to get help because of the various criteria used 
by the wide variety of Federal programs not basically addressed to the 
import transition problem.

Now to come back and sum up. The International Trade Club of 
Chicago favors very much the adjustment in the escape clause provi 
sion. It seems like a useful thing to make it a more useful tool. We feel 
very deeply that exceptions should be very limited indeed, but we have 
to have some room to make them.

Second, we do not believe that any protective measure, with the 
possible exception of national security, should be established without 
also establishing concurrently a specific phased period of time over 
which the measure should be phased out step by step.

I will pass over some of my notes and make just one last point, which 
is that we feel that the next major initiative in the trade area should 
be a concerted attack on nontariff barriers. Our reasons are spelled out 
in the document already submitted to you. It seems to me there are sev 
eral possibilities. One is direct bilateral negotiation with other coun 
tries to try to exchange some of our nontariff barriers or other consid 
erations in order to have them remove some of theirs. Second, is work 
ing in multilateral forums like the OECD and GATT to develop 
guidelines on issues of general interest. One which occurs to me is some 
rules of fair play on Government procurement.

A third possibility is to have multilateral industrial sector negotia 
tions. That is, to focus on a particular industrial sector and deal with 
the whole panoply of impediments which are involved there. This 
might include tariffs, the nontariff barriers, restrictive business prac 
tices, State trading, and all those sorts of things which are problems to 
the traders in the different countries in the world trade arena. 

_ Now in order for this to happen, it seems to me that it is highly de 
sirable that the Congress express itself in some form or way in favor 
of the administration going forward and undertaking this kind of 
negotiations.

It also seems to me highly desirable that the Congress and the 
administration get together and that there be some common consul 
tative group so that the Congress would be involved, maybe not in a 
formal way, but at least in a pretty regular way throughout the course 
of events.

What is at stake here, of course, is that politically difficult issues, 
one of which is imbedded in the present bill, the American selling price, 
are the kinds of things which you will be dealing with when you deal 
with nontariff barriers, and we will have to give tip, as well as get, 
in this particular area. And I believe that the administration will be 
wisely guided an;d the Congress would be better off, if there were s^orne 
mean's whereby the Congress was able to 'have a give-and-take with 
the formulators and negotiators for the United States outside of for 
ums like this on these issues. That way, a more intelligent
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tion of what is "doable" and what is not "doable" can be brought to 
bear as we move forward in what we believe should be the next major 
initiative in tJhe international trade sphere.

That is really all I would like to say.
(The following material was received by the committee:)

JANUARY 1970.

INTERNATIONAL TRADE CLUB OF CHICAGO—STATEMENT OF POLICY 
PREFATORY NOTE

The International Trade Club of Chicago originated in 1919 as the Export 
Managers Club of Chicago. Currently, in 1969, the International Trade Club is 
comprised of over 800 executives, representing some 700 firms with international 
business interests. The companies which these executives represent are engaged 
in all of the major fields of international trade and investment, including manu 
facturers, exporters and importers, transportation companies and finns pro 
viding various services to companies engaged in international trade and invest 
ment.

The primary objective of the International Trade Club of Chicago is to main 
tain the position of the Midwest as the leader in United States world trade and 
to make certain that its industrial and agricultural products move into world 
markets. It should be noted that the State of Illinois ranks as the leading export 
state in the United States with exports approaching three billion dollars in 1968. 
At the same time, the Club recognizes that world trade is not 'a unilateral con 
cept, but requires that United States businessmen give adequate consideration 
to encouraging imports to the United States from foreign countries.

Members of the International Trade Club of Chicago do hereby express them 
selves in favor of the following principles and policies and recommend them to 
the President of the United States, the Congress of the United States, the Gov 
ernor of the State of Illinois, and to other concerned agencies of federal, state 
and local governments for careful consideration and implementation to the 
greatest extent possible.

UNITED STATES FOREIGN TRADE POLICY

We believe that the United States will benefit most from a trade policy directed 
at encouraging world trade on a multi-lateral and non-discriminatory basis. Such 
a policy would be a direct continuation of United States actions in this field 
since 1934. Trade expansion must, however, be based upon economic reciprocity.

Major industrial nations, including the United States, need time now to ad 
just both to changed tariff levels resulting from the Kennedy Round of the 
General Agreement on Tariffs and Trade (GATT) and to internal develop 
ments. The President should be given adequate authorization to implement the 
results of the Kennedy Round of GATT.

Major attention should be given to restrictions on trade resulting from non- 
tarifE barriers. Indeed, non-tariff barriers are probably the most serious im 
pediments to international trade that exist today. The President should have 
authority to negotiate on such barriers and to enter into international agree 
ments for their diminution and elimination.

Special needs include: implementation of the international antidumping code 
agreed upon in Geneva in 1967; elimination of quotas on imports; elimination 
of the American selling price system on benzenoid chemical and other imports; 
improvement of customs clearance procedures; elimination of restrictive Gov 
ernment procurement policies and procedures; and prohibition of the appli 
cation of turnover and border taxes on the basis which discriminates against 
imports.

In order to enhance the competitiveness of the United States in world markets, 
both fiscal and monetary means should be utilized in the promotion of exports. 
A first step should be the elimination of restrictions on export financing by banks 
and other financial institutions. Provision should also be made for fiscal in 
centives for exporters. In keeping with the objective of making United States 
exports more competitive, the operations of both the Export-Import Bank and 
the Foreign Credit Insurance Association should be made more flexible to the 
demands of the export community.
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The growing emergence of preferential trade areas—the European Economic 

Community, the European Free Trade Area, the Latin American Free Trade 
Area, the Central American Common Market—has caused reconsideration of the 
desirability of adherence to the most-favored-nation (MFN) principle in inter 
national trade, and recommendations for United States membership in such an 
area. We support the general elimination of tariff and non-tariff barriers to 
international trade, and the continued application of the MFN principle. The 
MFN principle is effective in a world of competive preferential areas only if 
there is a general elimination of tariff and non-tariff barriers to international 
trade.

NATIONALISM AND PROTECTIONISM;

The unprecedented economic growth throughout the world over the past two 
decades would have been impossible without expansion in world trade. The 
growth of both production and trade was made possible by the relatively 
free movement of goods, services, capital and technology. In order to insure 
continuing prosperity for the largest number of Americans, we believe that 
the United States must continue to encourage maximum participation in in 
ternational trade and investment. We are troubled by continued pressures for 
protectionist legislation covering a wide variety of products.

Protectionism would result in retaliation and trade war, which would lead 
to trade contraction and economic nationalism. Protectionism would promote 
domestic inflation, discourage economic growth, adversely affect the United 
States balance of payments and weaken the relative position of the United 
States in the world economy. It could also adversely affect our access to 
strategic materials not available domestically or within the Western Hem 
isphere. Protectionism would mean that the United States would be unable 
to encourage effectively the dismantling of the trade restrictions which dis 
criminate against American exports and which inhibit the growth of Amer 
ican export sales. The United States should use its best efforts to encourage 
other countries to dismantle trade restrictions and other barriers to the free 
flow of international trade.

BALANCE OF PAYMENTS

The continuing problems that the United States faces in its international 
accounts receive increasing public attention. Despite the differences of opin 
ion that exist on underlying causes and appropriate remedial action, prac 
tically all analysts agree that the long-term solution must be found ia a 
stronger current account. That segment of the current account which most needs 
correction is merchandise trade. Our trade accounts will, of course, be best 
strengthened by expanding exports. We call upon the Administration to un 
dertake all feasible measures to promote export expansion as rapidly as pos 
sible. These should include studies to determine the possibly adverse effects 
of export subsidization by foreign countries and current United States tax 
provisions governing exports transactions to foreign countries.

OVERSEAS INVESTMENT

Direct private investment abroad by American corporations and individ 
uals jrpnerally serves the best interests of the nation. Such investment stim 
ulates American exports, provides a steady flow of investment income re 
ceipts, promotes economic development throughout the world and serves as 
an example of the efficacy of capitalism. We appreciate the need for emer 
gency measures to restrain excessive capital outflows. However, reasonable 
policies to reduce the adverse effects of the capital restraint program should 
be further developed and implemented, with the understanding that restric 
tions on international capital transfers should not constitute a permanent 
facet of United States Government overseas investment policy.

DEVELOPING NATIONS

The different rates of growth in world trade between the developed ana the 
developing countries will continue to receive attention by governments and inter 
national organizations. We support economically sound measures directed at 
encouraging progress in developing nations.
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EAST-WEST TRADE

The United States does not participate in trade with the Communist countries 
of Eastern Europe to the same extent as the countries of Western Europe. While 
increased trade would 'benefit the United States economically, it should be recog 
nized that such trade is often a tool of foreign policy for Communist countries 
and must be viewed in that light.

It is essential that any expanded trade relations with Eastern European 
nations be on a selective basis. The President should have authority to extend 
or restrict trade with individual Communist countries on either an overall or 
a limited basis.

SHIPPING AND TRANSPORTATION

We support legislation which requires compulsory arbitration in shipping and 
transportation disputes which clearly affect the national interest. Becurring 
strikes demonstrate the dangers to the effective conduct of international trade 
and damages suffered by the domestic economy from prolonged disput.es. Short 
ages and higher prices of imported goods can be harmful to the American Con 
sumer. Failure to guarantee delivery or to meet delivery dates can lose markets 
for American suppliers.

Recent developments in containerization amply demonstrate its advantages 
as an efficient and economical means of shipment. Concessions permitting repack 
ing of containers are featherbedding at its worst, and the resultant higher export 
prices may well restrict export sales. We oppose labor practices and other meas 
ures that artificially restrain efficiency.

The importance of improvements in domestic and international transportation, 
tooth technologically and administratively, should be carefully considered in order 
that the United States business may benefit from greater efficiency in foreign 
business travel and in the international movement of goods.

CONCLUSION

The International Trade Club of Chicago submits the above recommendations 
as the consensus of its members. The United States must extend its foreign trade 
and investment policy by greater coordination of private and public efforts to 
expand American business interests in world trade and investment. An en 
lightened administration of United States foreign trade and investment policy 
will benefit the nation at large.

STATEMENT AND RECOMMENDATIONS OP THE INTERNATIONAL TRADE CLUB OF CHI 
CAGO WITH REGARD TO THE PROPOSED DOMESTIC INTERNATIONAL SALES COKPORA-
ATION (DISC)

APRIL 9,1970.
This organization, the International Trade Club of Chicago, supports the en 

actment of legislation to establish the proposed Domestic International Sales 
Corporation (DISC).

The International Trade Club is comprised of over 800 executives represent 
ing approximately 700 firms with international business interests. The companies 
which these executives represent are engaged in all of the major fields of in 
ternational trade and investment including manufacturers, exporters and im 
porters, transportation companies, and firms providing various services to com 
panies engaged in international trade and investment.

We believe that the proposed legislation establishing DISC will he beneficial 
for exporters and will result in an overall increase in exports.

We recommend that in the final legislation the following points be clearly 
expressed:

A. The permissible pricing arrangements between the parent company 
and the DISC should be clearly stated. 

The limitations of Section 482 should not be applied.
B. The broadest terms should be included with regard to the freedom of 

DISC to lend funds to its parent or other affiliated domestic company. Even 
tually, when the balance of payments situation permits, the DISC should 
also be permitted to lend the funds to an overseas corporation which, in 
turn, imports from the United States.

Consideration should also be given to providing the same reduction in taxes 
for a DISC which is now available to a Western Hemisphere Trade Corporation.
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This would eliminate the need for a U.S. corporation to have both a DISC and 
a Western Hemisphere Trade Corporation with different rules applying to two 
segments of its exports. Such a lowered tax rate would have a very substantial 
effect in expanding exports.

Mr. GIBBONS. I think you have made some very fine suggestions.
Mr. Collier?
Mr. COLLIER. In attempting to negotiate what you refer to as un 

fair trade practices or as we know them, nontariff barriers, would 
you feel that at some given point if there was a reluctance on the 
part of nation B or C to, in good faith, deal with the nontariff bar 
riers that we should have a triggering proposal for quotas? How 
would you get them to do it if, in the process of negotiation in the 
pitiful—and I repeat, pitiful—lack of achievement in this area on 
the part of our GATT negotiators in terms of dealing with nontariff 
barriers ? I think this has left great skepticism in the minds of many 
of my colleagues on both sides of the aisle on this committee.

Mr. McQtrADE. I certainly understand your skepticism. Actually, 
I personally would not favor a bill which permitted the triggering 
•of quotas.

I do, however, feel that the proposal which is in the administra 
tion's bill would strengthen the hand of the administration in mo 
ments of negotiation. It would allow us to hold back tariff benefits, 
;as you know, in the case of countries which use unfair incentives to 
third markets. It would allow us to apply duties or other restrictive 
measures in the case of people who maintain unfair treatment of our 
imports in their own markets.

Basically, the second part is extending section 252, the Trade Ex 
pansion Act which now deals with agriculture.

I also feel that there is a whole panoply of tools which we can use 
diplomatically to gain our purposes. AVe need not be confined to the 
trade field or the economic field.

Third, what really troubles me, I suppose, about triggering quotas, 
is that you may pull the whole house of cards down. As I mentioned, 
I don't think there are any accurate statistics, but we may have 
300,000 or 400,000 jobs in our general area of the country which are 
attributable to the export trade. And I would hate to see the whole 
trading mechanism starting to turn into a series of limiting actions 
by ourselves and by others in retaliation and counterretaliation.

In the Kennedy round, we did make some progress and certainly, 
if you pass the administration's bill, there will be some improvement, 
I believe, in the road tax in Italy. Excuse me, if I forget some of the 
details, but I do believe there were some nontariff barriers which were 
reasonably dealt with. I don't pretend to have given you the final 
answer, Congressman.

Mr. COLLIER. I think this is one of the problems with which we 
really must grapple in attempting to pass a trade bill, whether- it is 
specifically a bill with the language of the administration's r<*Com- 
mendation or whether it is one following those lines but amended in 
areas that the consensus of the committee might reflect.

I am concerned, after our experience with the 1962 Trade Expansion 
Act, that we will be requested to g_ive this administration, as we W6re 
requested to give the administration back in 1962, a blank check in 
terms of negotiating. But if again it is our experience, as it has been
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in the past, that the nontariff barriers become a very inconsequential 
part of the negotiations, we are likely to find ourselves on this one 
way street that I don't think anybody wants.

Mr. McQuADE. Your concern is quite understandable. But think a 
little bit about the nontariff barriers as they seem to the other fellow, 
and it includes the Food and Drug Administration, it includes our 
automobile safety legislation, it includes American selling price. The 
point I am trying to make is, that what seems like a nontariff barrier 
to the other fellow may seem to us like a perfectly legitimate measure 
for the protection of the health of our citizens, and so forth. Some 
of them are imposed with bad faith, some of them are imposed with 
good faith. It is an extraordinarily awkward political stituation in 
which you put the other government when they try to deal with these 
problems.

Likewise, the reason I spoke so strongly about the relationship be 
tween the Congress and the administration in dealing with any nego 
tiations along this line is because I am aware that these very same 
things, which in our eyes seems legitimate and may seem like nontariff 
barriers to others, are tough political issues to deal with. The negotia 
tions would not be of the kind which would allow us to commit the 
United States without reserving to the Congress the power which they 
would have to pass on them, either pass the laws implementing them 
or refusing to pass those laws.

Mr. COLLIER. Yet throughout the 6-year life, or 5-year life, actually, 
of the Trade Expansion Act, we never received—when I say "we," 
I am talking about the Congress, and specifically this committee— 
a report from our negotiators or from any source listing what some 
of the foreign countries would construe to be nontariff barriers in 
terms of import requirements.

On the other hand, since there is a great variation in the type of 
nontariff barriers—for example, Japan on the one hand and Italy 
on the other—we have never had a comprehensive report of what these 
are so that we can look at this picture and say, "Nontariff barrier A," 
if we were labeling a hypothetical case, "has now been eliminated."

So we went along with this life of the 1962 act not really know 
ing what our negotiators were doing. And I was appalled when, 
just a couple of weeks ago, one of the department witnesses came 
down here and said that he did not think that there was authority 
in that act to negotiate nontariff barriers. And the language of the act 
is about as clear and concise in that area, and I can read it, I know 
it is not necessary to read it to you, which I did at that time.

But here you are, years later, having someone come down here 
and suggest that one of the reasons we did not have the tools to 
negotiate nontariff barriers is because he questioned whether there 
was in the act a provision vesting this authority in our negotiating 
team. This, to me, pinpoints what a tremendously serious problem 
it is, and one of the reasons why this skepticism I feel prevails on 
the committee, and frankly one of the reasons I am skeptical. I think 
every member of this committee would sincerely like to see a good 
sound trade policy. I don't know of anyone on the committee who is 
so shortsighted as to feel that an isolationist policy could be any 
thing but long-range disaster from the standpoint of our economic 
position in the world.
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But how do we reach the point where we can get the type of rela 
tionship that I think is necessary between the executive and legislative 
branches of Government in understanding some of these problems, 
and particularly the problem of nontariff barriers ?

Mr. McQuADE. Let me make two comments. First, I am pretty sure 
that I have seen a long, maybe even an exhaustive, list.of items iden 
tified as nontariff barriers. I thought it was printed in some congres 
sional document, but I may be wrong.

Second, I am pretty sure that the OECD has been working on this 
problem, and I think one of their chores was to assemble a list of 
measures which were regarded as nontariff barriers.

Mr. COLLIER. It is conceivable that the list was established, but I 
can tell you it was not submitted to the members of the committee 
as an official report. If it——

Mr. McQuADE. I am not speaking in behalf of the administration. 
I think it might be appropriate for the committee to ask for such 
document, because I believe the document exists.

Mr. GIBBONS. I am glad you said that. I asked the witness to sub 
mit one of those lists the other day. It may have come in, but I have 
not seen it yet.

Mr. McQuADE. Any how, that is my understanding.
Third, the only other point I would make is that I believe you will 

find that there are some, maybe not enough, items which we would 
call nontariff barriers dealt with in the Kennedy rotmd. And the 
quickest and easiest way, obviously, is to ask the administration to 
supply you with that data.

It would be very difficult for me, as a private citizen, to do so; but 
I think you will find that there are some. It is such an awkward area 
that it is understandable that the Kennedy round dealt largely with 
tariffs.

Mr. COLLIER. There was an illustrative list, I understand, but not 
an official list of what the people in charge of our trade program would 
consider a nontariff barrier.

It is rather interesting along those lines. I had people in conf ection- 
ary business tell me that in smnrnarizing the nontariff barriers in 
Canada, for example, where they were formerly shipping candy, that 
the Department failed to include what they felt were very severe non- 
tariff barriers which was a different labeling in each of the Provinces. 
So it becomes a real difficult job for them to take the same can of 
candy and ship it into five different Provinces and have to change 
the label and the requirement on the label for every one of them. Yet 
this was not considered by our Department of Commerce to be a non- 
tariff barrier.

Mr. McQuADE. I imagine there is an infinity of such barriers— 
from the man who, in the course of doing his work, will never get 
around to stamping your paper to something that is a very blatantly 
and easily identifiable attempt to deter imports.

Mr. COLLIER. It was the Brock Candy Co. It is my understanding 
they are not just doing any more business in Canada because th%y do 
not wish to be troubled with the labeling and the packaging problem 
which varies in all the areas.

Mr. McQtrADE. My guess would be that it would be too ambitious 
to aspire to remove all nontariff barriers, but it is a worthy goal to
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seek to find those that have the least justification in terms of domestic 
policy and which have a significant impact on trade and in particular 
categories of goods. And to try to make deals which, it seems to me, 
are the heart of it, where people would agree to give up the one in 
return for something else.

I would not expect much more than that to be accomplishable, but 
I think that is worth making a major effort to do.

Mr. COLLIER. Thank you.
Mr. GIBBONS. Thank you, Mr. McQuade.
Mr. McQuADE. Thank you, Mr. Gibbons.
Mr. GIBBONS. The next witnesses are Mr. John B. Eehm and Mr. 

David Busby.
Mr. Kehm, we don't need to welcome you back here but, Mr. Busby, 

Mr. Carl Albert, our distinguished majority leader, and, barring some 
unnecessary and unforeseen circumstances, we hope, will be Speaker 
next year, has told me about his acquaintanceship with you and your 
family and the fact that your father was a supreme court justice of the 
State of Oklahoma and he has known you a long time, and he said, 
"You had better listen to that fellow; he has something to tell you 
that is worth while."

So we welcome you also to the committee. We know your testimony 
will be very worth while.

STATEMENT OF DAVID BUSBY AND JOHN B. REHM, 
WASHINGTON, D.C.

Mr. BUSBY. All of us from southern Oklahoma are very proud of 
our Congressman, of course, Mr. Chairman. 

Mr. GiBBONS.We are glad to have you, anyway.
You have a very fine statement here that I have been looking over. 

If you wish, we will place it in the record at this point and let you 
proceed as you wish. You may read the whole statement or summarize, 
or do whatever you wish.

Mr. BTTSBT. Thank you, Mr. Chairman. 
I would like to read it. I think it is relatively brief. 
My partner, John B. Eehm, formerly general counsel to the Presi 

dent's Special Representative for Trade Negotiations, and I are ap 
pearing on our own behalf to urge your serious consideration of H.E. 
13713.

SUMMARY 
A. Nearly everyone agrees—

That U.S. exports are hampered by what the Secretary of the Treasury 
recently told this Committee is a bias against exports under our tax 
system;

'That this bias should be removed and our exports should receive assistance 
from the Federal Government comparable to that given exporters by their 
governments; and

That this problem has for the first time in our history become critical 
because of our precarious trade balance.

B. The only question facing this Committee is the method to be used. We think 
H.R. 13713 would be the most simple, effective, and fair method. It would stim 
ulate exports—

i(l) by easing the existing requirements for obtaining the drawbacks— 
or refund—of duties upon exportation of products containing substituted 
domestic materials, and—much more importantly—

(2) by greatly expanding the drawback of domestic indirect taxes paid 
on goods, services, and property used in the manufacture of exports. 
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C. The drawback of domestic indirect taxes provided for by H.B. 13713 would 
meet the following basic conditions for a successful export-incentive program:

(1) It has historical precedent in the drawback of Federal taxes on ex 
ports of certain products.

(2) It is permitted by the GATT, practiced by industrial nations, and 
would be unlikely to provoke retaliation by other countries.

(3) It need not have a serious impact upon the Treasury, if H.R. 13713 is 
modified so as to authorize (rather than require) the Secretary of the Treas 
ury to allow such drawback.

(4) It can be made available with relatively simple procedures to all ex 
porters, large or small.

This bill was introduced by the chairman and is designed to stimulate U.S. 
exports by liberalizing the drawback—or refund—of both duties and indirect 
taxes—local, State, and Federal—burdening exports.

As a drawback specialist, I will discuss the proposal, itself, and Mr. Rahm 
will discuss the likelihood of retaliation by foreign governments and other 
aspects.

Mr. BUSBY. This bill was introduced by the chairman and is designed 
to stimulate U.S. exports by liberalizing the drawback—or refund—or 
both duties and indirect taxes—local, State, and Federal—burdening 
exports.

As a drawback specialist, I will discuss the proposal, itself, and 
Mr. Rehm will discuss the likelihood of retaliation by foreign gov 
ernments and other aspects.

NEED TO REMOVE TAX BIAS AGAINST EXPORTS

In considering U.S. exports, nearly everyone agrees on three basic 
points:

First, they are hampered by what the Secretary of the Treasury 
recently told this committee was a bias against exports under our tax 
system.

Second, this bias should be removed, and our exports should receive 
assistance from the Federal Government comparable to that given 
foreign exporters by their governments.

Third, this problem has for the first time in our history become 
critical because of our precarious trade balance.

The only question facing this committee is the method to be used to 
put our exporters on a more competitive footing. We think H.E. 
13713 would be the most simple, effective, and fair method.

H.R. 13713 does two things:
It liberalizes the refund of duty drawback on exports made of 

domestic material of a similar kind and quality as imported material.
Much more importantly, it greatly expands the refund of Federal, 

State, and local indirect taxes borne by all exports. Refunds of this 
sort are commonly employed in the Common Market and elsewhere, as 
discussed in more detail below.

LIBERALIZED DRAWBACK OF DUTIES

We will comment briefly on the bill's provision regarding duty 
drawback, even though this provision is one of technical reform rather 
than substance and should be considered separately from the more 
important provision regarding tax drawback.

H.R. 13713 would ease the requirements for obtaining the draw 
back, or refund, of duties if domestic goods of a "similar kin<l and
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quality" are substituted for imported raw materials and used to make 
the exports. This so-called substitution provision originally covered 
only a few exported products but was made generally applicable in 
1958.

Presently domestic raw materials must be of the " * * * same kind 
and quality * * *", and this requirement unduly restricts drawback 
on products made of domestic materials and severely complicates and 
delays payment.

The specific ways in which duty drawback would be liberalized are 
described in the attached analysis. With your approval, Mr. Chairman, 
we should like to submit this analysis for insertion in the record of 
the hearings, together with a proposed revision of H.K. 13713, which 
is also attached.

Mr. GIBBONS. Without objection, we will insert it at the end of your 
remarks.

LIBERALIZED DRAWBACK OF INDIRECT TAXES

Mr. BTTSBY. Of considerably greater importance, H.K. 13713 would 
provide for the drawback of a range of indirect taxes. Indirect taxes 
are those that are borne by the product and passed along to the con 
sumer. These woiild include, for example, taxes on electricity used in 
a plant, on gasoline consumed by trucks haiiling raw materials, and 
on inventories, as well as taxes on factories and the land on which they 
are situated. They would not include taxes directly imposed on the 
manufacturer, such as income and social security taxes.

How significant are these indirect taxes ? Early in 1968, an office 
in the Department of the Treasury made a preliminary study of the 
incidence of these taxes in terms of 61 different product categories. 
On the basis of this preliminary study, it was found that the taxes 
ranged between 1.3 and 4.2 percent of the sales value of the end prod 
uct, with the average somewhere about 2 or 2.5 percent. These taxes 
are imposed for the most part at the State and local levels, since Fed 
eral indirect taxes are generally not levied on exports.

In our view, the drawback of domestic indirect taxes would be a 
sound way of giving our exports significant and legitimate assistance 
in competing in world markets. This approach meets the following 
basic conditions for a successful export-incentive program: (1) It has 
precedent and experience behind it; (2) it is not likely to provoke 
retaliation by other countries; (3) it need not have a serious impact 
upon the Treasury; and (4) it can be made available with relatively 
simple procedures to all exporters.

HISTORICAL PRECEDENT

Upon exportation of alcoholic beverages and medicines containing 
alcohol, drawback of Federal excise taxes has historically been paid to 
the exporter. The alcohol and tobacco tax section of the Internal Reve 
nue Service administers export refunds of about $30 million each year 
under their drawback program, which is quite separate from that of 
the Bureau of Customs, which refunds about $50 million in duty draw 
back. Considerable administrative expertise in the administration of 
these programs has been built up in our 'Government since the first 
drawback law was passed by the first session of the First Congress on 
.the Fourth of July 1789.
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With that basic introduction, I would like to ask Mr. Eehm to 
discuss the international trade aspect of H.E. 13713, with the chair 
man's permission.

Mr. GIBBONS. Mr. Eehm.
Mr. E.EHM. Thank you, Mr. Chairman.

RETALIATION" BY OTHER COUNTRIES UNLIKELY

In commenting on H.R. 13713 before this committee, the Secretary 
of the Treasury said that it raises a number of issues that have not 
been satisfactorily resolved internationally. He thus seemed to suggest 
that it might create problems if implemented. We respectfully dis 
agree.

In the first place, the GATT allows the remission of indirect taxes 
and expressly provides that such remission is not a subsidy. As noted 
above, GATT countries presently remit indirect taxes on exports, in 
cluding indirect taxes of the kind which we are discussing, and this 
practice has never been challenged under the GATT.

In our judgment, therefore, this kind of drawback would not be 
subject to countervailing duties any more than the present drawback. 

Turning to the more important question whether other countries 
would emulate us and follow suit, we should first identify those coun 
tries that presently remit most, if not all, of their indirect taxes on 
exports. These are principally the six countries of the European Eco 
nomic Community.

We believe that is very unlikely that these countries would increase 
their present remissions, which amount to as much as 25 percent of the 
value of the exported product. The EEC countries know that such an 
action would provoke further criticism from the American business 
community concerning their tax system as it affects both imports and 
exports. The EEC can ill afford such criticism at a time when trade 
relations between the EEC and the United States are already strained. 
Moreover, the EEC has told the United States—it certainly did so in 
1968, as I recall—that it is free to remit indirect taxes on exports and 
should do so if it believes such a step to be necessary. Accordingly, 
there is good reason to believe that the EEC would not follow suit if 
the United States took such a step.

Of the major trading countries, this leaves the United Kingdom, 
Japan and Canada. The United Kingdom is unlikely to take any kind 
of significant action in the trade field pending its negotiations with 
the EEC, which are expected to commence this summer. As for Japan, 
it is far too sensitive to the criticism leveled against its trade and in 
vestment restrictions, and far too conscious of its present export 
strength to want to be in the position of retaliating, or seeming to re 
taliate, against the United States.

This then leaves Canada, and even if Canada should adopt the Same 
practice, and there is a good chance of that, on a worldwide basis 
the United States would certainly benefit.

NO SERIOUS IMPACT ON THE TREASURY

The Secretary of the Treasury also testified that the revenue cost 
of H.E. 13713 would be substantial, saying that, if the rebate should
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work out to roughly 4 percent, and we frankly do not know where 
that came from, the loss would probably approach $1 billion or 
more. We believe that this concern, while wholly legitimate, is manage 
able.

It should first be remembered that whatever amount of drawback is 
paid out, the U.S. Government would recoup about one-half in the 
form of corporate income taxes. Moreover, the expenditure in the form 
of drawback must be compared with the economic advantages that 
drawback could bring.

There is, of course, no guarantee that these advantages will—in dol 
lars and cents—equal or exceed the expenditure. But past experience 
with the drawback of duties, going back to 1789, would certainly sug 
gest that present exporters would see more and that nonexporting firms 
would be attracted to the export business. This, in turn, would lead to 
greater profits, more employment and investment, and larger tax 
revenues.

At the same time, we realize that there would be merit in allowing 
the Secretary of the Treasury to begin this new program on a modest 
basis and through experience build it to its fullest potential. The one 
major change we would therefore propose in H.E. 13,713, and which 
we have incorporated in the revision of the bill, is that the Secretary 
of the Treasury be authorized—rather than required—to allow the 
drawback of indirect taxes. This would avoid any precipitate action 
and insure that the Secretary of the Treasury has the latitude to 
establish a program in which there is a reasonable correlation between 
costs and benefits. We should add that there is a permanent appropria 
tion in the law for the payment of any drawback authorized by section 
313 of the Tariff Act. This perhaps makes it even more appropriate 
that the Secretary of the Treasury have a certain amount of discretion 
in providing for the drawback of indirect taxes.

SIMPLICITY Or ADMINISTRATION

In our judgment, the drawback of indirect taxes could be admin 
istered in a relatively simple and expeditious manner. The Depart 
ment of the Treasury could establish a certain number of categories of 
exported products and determine an average rate of domestic indirect 
taxes for each. An exporter could then readily compute and file for his 
drawback by identifying the category in which his product falls and 
multiplying the specified rate by the value of his shipment.

We see no reason in principle why the Treasury Department could 
not pay such drawback claims as promptly as claims for the drawback 
of alcohol taxes are now paid by the Internal Eevenue Service. On this 
basis, an effective program could be established that would be available 
to all exporters, large or small, and without the need to satisfy elabo 
rate technical requirements.

CONCLUSION

In summary, we strongly urge this committee to give serious con 
sideration to H.R. 13713, which would give our exports badly needed 
assistance, but which would not force the Secretary of the Treasury 
into actions he might consider premature. If the legislative basis for
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the liberalized drawback of duties and indirect taxes can be included 
in this committee's trade bill, a major step will have been taken to 
stimulate U.S. exports and thereby promote the national interest.

I would simply add, because you have been listening to a fair 
amount of testimony on the DISC proposal, that we see no reason 
why this has to be considered in any way in competition with, or in 
substitute for, the DISC proposal. The two could stand side by side, 
in particular because, as we would propose that the bill be revised, 
the Secretary of the Treasury would be authorized to begin this pro 
gram on a modest basis.

Thank you, Mr. Chairman.
(Attachments referred to, revision of H.R. 13713, and analysis of 

revision and H.E. 13713, follow:)
REVISION OP H.R. 13713

DRAWBACK OP CERTAIN DUTIES AND INDIRECT TAXES

SEC. —. (a) Section 313 of the Tariff Act of 1930 (19 TJ.S.C. 1313) is amended 
by striking subsections (a) and (b) and inserting in lieu thereof the following:

"(a)(l) In the event that a manufacturer or producer uses imported mer 
chandise in the manufacture or production of articles, the Secretary of the 
Treasury shall allow as drawback, upon the exportation of such articles, an 
amount equal to 98 per centum of the duties paid upon the imported merchandise 
so used.

"(2) In the event that a manufacturer or producer imports merchandise and 
uses domestic merchandise of a similar kind and quality in the manufacture or 
production of of articles, the Secretary of the Treasury shall allow as drawback, 
upon the exportation of such articles, an amount equal to 98 per centum of the 
duties that would have been paid had the merchandise so used been imported. 
but that amount shall in no event be greater than 98 per centum of the duties. 
paid upon the imported merchandise.

"(3) Where two or more articles result from the manipulation of merchandise 
under subparagraph (1) or (2), the drawback shall be distributed to the several 
articles in accordance with their relative values at the time of separation.

"(4) All authorizations under subsections (a) and (b) of this section issued,. 
and regulations pertaining thereto promulgated, prior to the date of the enact 
ment of this subsection shall, subject to subsection (i), continue in full force 
and effect.

"(b) Upon the exportation of articles manufactured or produced in the United 
States, the Secretary of the Treasury is authorized to allow as drawback an 
amount equal to such local, State, and Federal taxes as he determines are borne 
by such exported articles and by merchandise, services, and property used in 
the manufacture or production of such articles."

(b) The amendments made by subsection (a) of this section shall become- 
effective on the ninetieth day following the date of enactment of this section.

ANALYSIS OP REVISION AND H.R. 13713
Both H.R. 13713 and the revision would strike out present section 313(a) — 

classic drawback of duties—and present section 313(b)—drawback of duties in 
the case of substitution—of the Tariff Act of 1930 (19 U.S.C. 1313(a) and (b)) 
and substitute new subsections (a) and (b), which are discussed below.

DRAWBACK OF DUTIES

'Subsection (a) (1) of the revision provides for the classic form of dr^WDack, 
that is, the drawback of duties on imported merchandise that is used jn the 
manufacture of exported products. It is in substance identical to subsection 
(a) (1) of H.R. 13713. Both H.R. 13713 and the revision differ from the present 
section 313(a) in three respects. First, they provide that the amount of draw 
back shall be 98, instead of 99, percent of the duties paid, in order to cover ade 
quately the cost of administering drawback. Second, they omit the exception for-
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flour or by-products produced from wheat imported after ninety days after June 
17, 1930, since the need for this exception arose out of the now non-existent 
Cuban preference for American wheat products. Third, they omit the sentence 
dealing with the case in which two or more products result from the manipu 
lation of imported merchandise.

Subsection (a) (2) of the revision deals with substitution and provides, in 
effect, that if a certain merchandise is imported and domestic merchandise of a 
similar kind or quality is used to make exported products, then 98 percent of the 
duties that would have been paid on the domestic merchandise, if it had been 
imported, will be allowed as drawback. In no event, however, can the amount 
of drawback be greater than 98 percent of the duties actually paid on the im 
ported merchandise.

Subsection (a) (2) is very similar to subsection (a) (2) of H.R. 13713 but re 
stores some of the language of section 313(b) in order to make clear what the 
maximum amount of allowable drawback in the case of substitution may be. At 
the same time, they both differ from the present section 313(b) in two respects. 
First, they do not require that the imported merchandise be used by the manu 
facturer of the exported articles. There seems to be no good reason why the 
drawback of duties in the case of substitution should depend upon the use of 
the imported merchandise. Whether the exporter uses it, exchanges it for do 
mestic merchandise (usually to save transportation costs), or passes it on, the 
fact remains that he has paid the duty and should have the duty refunded if he 
substitutes and uses comparable domestic merchandise in making his exports. 
Second, they omit the requirement in section 313(b) that the merchandise be 
used within three years from the receipt of the imported merchandise. It is not 
clear that three years is the appropriate time limit, and the matter might there 
fore better be a subject of regulatory action by the Secretary of the Treasury 
under section 313(i). In any case, section 313(h) provides that no drawback ot 
any kind shall be allowed unless the completed article is exported within five- 
years after importation of the imported merchandise.

The substance of subsection (a) (3) is not contained in H.R. 13713. While it 
might be dealt with by regulation alone, it is perhaps better to make clear statu- 
torily that where two or more products result from the manipulation of imported 
merchandise, the drawback shall be distributed to the several products in accord 
ance with their relative values at the time of exportation. This provision is now 
found in the last sentence of section 313(a). But since it is applicable to sub 
stitution as well, its inclusion in a separate subparagraph eliminates any pos 
sible doubt that it is intended to apply to both kinds of duty-drawback.

Subsection (a) (4) is also a new provision. It provides that all authorizations 
for the drawback of duty issued prior to the date of enactment of the amend 
ment, as well as regulations promulgated prior to that date, shall continue in full 
force and effect, subject to the authority of the Secretary of the Treasury to 
prescribe new rules and regulations under section 313(1). This provision is 
intended to assure the continuance of existing duty-drawback "rates", which are 
agreements between the Bureau of Customs and exporters as to records to be- 
kept and claim procedures to be followed. Exporters now operating under such 
rates could take advantage of the liberalized provisions by application for 
amendment.

DRAWBACK OF INDIRECT TAXES

Subsection (b) is very similar to subsections (a) (3) and (b) of H.R. 13713 
and provides for the drawback of indirect taxes. It differs from H.R. 13713 in 
three respects. First, it does not require but rather authorizes the Secretary of" 
the Treasury to allow drawback of indirect taxes. This is designed to permit him 
to develop the new program at the appropriate pace in order to avoid any 
inordinate expenditure of revenue. Second, since the Secretary of the Treasury 
would be given an authorization, there is no longer any reason to include the 
provision concerning the international obligations of the United States. It is 
assumed that, in the exercise of his authority, the Secretary of the Treasury 
would do nothing inconsistent with such obligations, especially since inconsistent 
action provoke retaliatory action by other countries. Third, the kinds of indirect 
taxes involved are described in somewhat greater detail. One category relates 
to indirect taxes on the exported articles themselves. While it appears that such 
taxes are presently refunded or waived at the Federal level, the authority is 
needed with respect to state and local taxes. The second category relates to-
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indirect taxes on merchandise, services, and property, including real property, 
that is used in the manufacture of the exported articles.

The last provision of the revision, which is new, provides that the amendments 
to section 313 shall become effective on the ninetieth day following the date of 
enactment. This will give the Secretary of the Treasury time in which to estab 
lish the new program.

Mr. GIBBONS. You have certainly given new life to what apparently 
is an old idea.

Mr. Collier, do you have any questions ?
Mr. COLLIER. No, thank you.
Mr. GIBBONS. I have a few questions here.
Of course, those of us who are in Congress now like to think of the 

first Congress having been the one of 1774, the one we also go back to 
refer to as being the first Congress.

Is there any other historical precedent for the Federal Government 
refunding State and local taxes in a manner such as this ?

Mr. BTJSBT. Not that I know of, Mr. Chairman.
You might consider this akin to the idea of Federal-State tax-shar 

ing, though instead of sharing Federal taxes with the State and local 
governments, you would be using Federal taxes to spur State and 
local industry.

Mr. GIBBONS. I assume by that that you are saying a property tax 
or real estate ad valorem tax is an indirect tax; is that right ?

Mr. BUSBT. Correct.
Mr. GIBBONS. Are the duty or tax refund provisions of H.JR. 13713 

separable ? In other words, if this committee so desires, could it adopt 
only the State and local tax refund provision without unduly distort 
ing the purposes of the bill ?

Mr. BUSBY. Yes; the duty refund section of the bill, in my opinion, 
appears simply to try to streamline duty drawback provisions and 
bring them up to date.

The idea of refunding State and local taxes is, by far, the most im 
portant element of the bill and could be passed separately without 
hurting the bill, I think.

Mr. GIBBONS. How can the Common Market refund up to 25 per 
cent of the sales price of exports without being subject to the counter 
vailing provisions of GATT?

Mr. KEHM. The GATT does deal with that question and provides 
on the basis of an economic theory, which is probably far more in 
doubt now than it was in 1947 when we first entered the GATT, that 
indirect taxes as opposed to direct taxes can be remitted and that the 
remission will not constitute a subsidy of the kind that countries are 
permitted to impose countervailing duties against.

The theory basically is that indirect taxes are passed on to the ulti 
mate consumer in the price of the goods, and therefore if a product 
is leaving its domestic market and entering international markets it 
Should not be burdened by that indirect tax.

So that, in theory, when exports move into internati onal nmrketg they 
should reflect their fundamental value, and not what might \e the 
greatly varying incidence of indirect taxes in each of the countries 
where the goods came from. That is the theory, at least.

The other side of the coin is that direct taxes are not passed on jn the 
price of the goods. I think many economists now would argue t^at to
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some extent both are passed on and both are absorbed by the manu 
facturer. Nevertheless, as the GATT now stands, that is the theory 
upon which its provision is based and it is therefore why the EEC 
countries and many others can now remit indirect taxes. One of the 
basic notions behind H.K. 13713 is that perhaps the United States 
ought to get into the game.

I suppose I regard myself as someone who believes in a liberal trade 
policy and in the best of all possible worlds no country would engage 
in a remission of either direct or indirect taxes.

As you perhaps know, there has been a kind of fitful negotiation or 
discussion going on in Geneva for several years concerning the border 
tax system of the EEC and the whole question of the imposition of 
border taxes on imports and remission of indirect taxes on exports. I 
don't think those are going to go anywhere, frankly. I don't think we 
are going to succeed in changing the EEC's practice.

Of course, as more countries join the EEC, perhaps the United 
Kingdom and Ireland and others, they are going to take advantage of 
this. While the figures, as you can see from our statement, are modest, 
nevertheless we think the remission of these indirect taxes would give 
our exports a significant advantage they do not now have.

Mr. GIBBONS. What is the tax situation in Canada as respects in 
direct taxes?

Mr. REHM. I certainly don't qualify as an expert, but my under 
standing is that Canada does not now, for the most part, remit indi 
rect taxes in exports. If we adopted this practice, it would be my 
own judgment, for what it is worth, that Canada would probably 
follow suit, alone of the other countries that we have mentioned, if 
only because its trade with us is so important to it.

Mr. GIBBONS. You have certainly given us some interesting ideas 
here. We appreciate the time you have taken to prepare your state 
ments and to come here and help us work with this problem.

Thank you very much.
Mr. BUSBY. Thank you, Mr. Chairman.
Mr. GIBBONS. The next witness certainly has an impressive title, 

president of Discover America Travel Organizations, Inc., Mr. Sam 
Mercer.

Will you come forward and identify yourself for the record ?
STATEMENT OF SAM N. MERCER, PRESIDENT, DISCOVER AMERICA 

TRAVEL ORGANIZATIONS, INC.
Mr. GIBBONS. Mr. Mercer, I notice you have an impressive state 

ment here. I assume that you would like to have it included in the 
record in toto.

Mr. MERCER. I would, please, Mr. Chairman. Since this is very 
brief, if you don't mind I will read it.

Mr. GIBBONS. Certainly. Go right ahead.
Mr. MERGER. I am Sam N. Mercer, president of Discover America 

Travel Organizations or DATO, as we refer to ourselves.

SUMMARY
Tax deferral f°r the service area of our international accounts was not 

included in th« Treasury Department's proposal for DISC.



2582

In 1969 services accounted for 16 percent or $8,126 billion of foreign exchange 
earned by the United States. In this category tourism earned $2.3 billion.

For this reason tax deferrals, if not reductions for attracting foreign tourists, 
should be included. (Reductions for services are not prohibited by GATT rules.)

This would make it possible for the U.S. travel industry to structure and 
promote around the world U.S. package tours within the budget of millions who 
dream of visiting the United States and thus improve our payments position.

The tax rate reduction or deferral for money spent to increase U.S. travel 
from abroad could mean not a total loss to the Treasury but a tax revenue gain.

The U.S. travel industry needs this consideration to get on an equal footing 
with industries of other nations in the competition for tourism earnings.

Mr. MERCER. DATO is the nonprofit, private trade and promotion 
association which exists solely to promote travel to and within the 
United States. Our headquarters is located at 1100 Connecticut Avenue 
NW., Washington, D.C.

TOUKISM EARNINGS AND DISC

DATO is grateful to the committee for holding these hearings.
We appear here today in support of the Treasury Department's 

proposal for the creation of the Domestic International Sales Corp. 
(DISC) as presented to this committee by Secretary of the Treasury 
Kennedy.

There is, however, one area in which this proposal was lacking and 
which at all costs should not be neglected. I am referring here to the 
service area in our international accounts.

In 1969, services accounted for 16 percent of the foreign exchange 
earned from the export of goods and services by the United States. 
The absolute amount involved was $8.126 billion, and of that amount 
tourism was in excess of $2.3 billion. Since Discover America Travel 
Organizations represents the American travel industry, I will address 
myself mainly to the $2.3 billion foreign exchange earnings in the 
service sector.

SERVICE SECTOR REDUCTIONS CONFORM TO GATT

The main feature of the Treasury proposal for the DISC is an 
indefinite tax deferral. We understand that the reason deferral was 
chosen rather than a tax rate reduction, as is the case with the Western 
Hemisphere Trade Corp., was because the rules of the General Agree 
ment on Tariffs and Trade (GATT) will not allow the United States 
an income tax rate reduction on the export of goods.

Therefore, even though the Europeans are allowed to rebate their 
value added taxes, we are not allowed to rebate any part of our 
direct income taxes.

I would like to point out to the committee, however, that services 
are not included in the GATT prohibitions. This committee may pro 
pose a tax rate reduction to the service sector without violating the 
tenets of the GATT.

DOMESTIC TOURISM REDUCES PAYMENTS DEFICIT

With our mounting balance-of-payments deficit, it is of primary 
importance that the United States strive to bring into near balance 
•our expenditures and receipts from abroad. In this respect, one of the
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areas where positive steps may be taken which will increase our foreign 
exchange earnings is in the service area; particularly tourism.

TO INCREASE TOURISM FROM ABROAD

We now have a $2 billion-plus deficit in the tourist sector. In 1968, 
the former administration suggested a punitive tax on Americans 
traveling abroad in order to keep dollars at home. This was wisely 
rejected by the Congress.

At present, both the House and the Senate have passed their own 
"version of an International Travel Act which is designed to boost 
the efforts of the U.S. Travel Service in getting foreigners to visit 
the United States. This is a positive approach and a correct approach. 
However, more is needed, especially with regard to the cost of travel 
in the United States.

TAX INCENTIVES ALSO NEEDED

We have discovered that most foreigners consider it expensive to 
travel in the United States, even under a package plan. When you
•consider that a double room in a nice hotel in New York City will cost 
"between $23 and $35 per night, it is easy to see that Europeans would
•b& hesitant to cross the Atlantic to pay those prices.

In an effort to attract more foreign tourists, therefore, and thereby 
.attract more needed foreign exchange, the United States must be 
.able to offer low-cost package tours. We must also encourage our 
tourism industry to aggressively seek tourists from all corners of the 
world. Promotional efforts have to be increased in marginal areas that 
might produce more travelers. At present, it would not pay to spend 
time and money in these marginal markets. I am not saying that mar-
•ginal markets are not profitable, but their returns show'up much later 
than other, more developed areas.

As an inducement, a tax incentive to the tourism industry, only on 
that portion of their income which generates foreign exchange—which 
is foreign source—would aid our balance of payments.

IMPACT ON TREASTJRY REVENUE

I would like to point out that if tax incentives were given, in par 
ticular, to the tourism area of the service account, there would be less 
revenue loss to the U.S. Treasury than the initial tax incentive would 
indicate. With the DISC proposal, as long as the money is used in 
the further production of goods for export, as I understand it, the 
Treasury would allow an indefinite tax deferral. This means that there 
would be a total tax revenue loss and the Treasury has estimated that 
the loss would be between $400 million and approximately $650 mil 
lion. I do not believe that a tax rate reduction or deferral in the tour 
ism area would mean a total loss of revenue to the Treasury.

REVENUE GAINS LIKELY

In 1969, approximately 9 percent of every dollar spent in non- 
financial institutions went to Federal, Statej and local taxes. Gen-
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erally speaking, the Federal Government takes two-thirds of this, 
meaning approximately 6 percent. This is the initial tax effect of 
every dollar spent.

However, there is an additional multiplier effect which would be at 
least in the range of 2 to 1. We have learned from experience that 
foreign travelers to the United States spend an average of $450 to 
$500 per person, excluding transportation. This would mean that 
every additional person coming to the United States, as a result of 
a lower package tour offer, would leave behind in Federal tax reve 
nues alone, at least $30:

It is easy to see, therefore, that 100,000 people would leave $3 million 
in Federal tax revenues behind and that 500,000 people would leave 
$15 million in Federal tax revenues behind.

I would like to stress again that the $3 million or the $15 million 
are the initial effects and not the multiplier revenue effects.

If you assume there is a 2 to 1 multiplier effect, which in the tourist 
area has been the case in some studies, then there would be tax revenues 
generated of $6 million to $30 million, respectively. Therefore, there 
can be some tax revenue gains rather than total revenue losses.

FOREIGN" COMPETITION AND U.S. INCENTIVES

I would like to point out to this committee that fiscal incentives to 
the tourism area are not a new procedure for other countries through 
out the world. Several foreign countries give subsidies, interest 
bonuses, Government loans, or guarantees of loans, and tax exemp 
tions or concessions.

Austria, for instance, exempts from the turnover tax 80 percent 
of the receipts from the hiring of rooms or from keeping a hotel or 
similar establishment.

Belgium exempts the trading tax, the supplementary personal in 
come tax or the property tax on certain buildings in the tourism area 
for a period of 5 years.

France has a reduced TVA tax of 6 percent for approved hotels.
Japan reduces their property tax on hotels and exempts from all 

income taxes, revenues, and commissions obtained by travel agencies 
from organized travel by foreign tourists.

Portugal exempts for 10 years property and industrial tax and ex 
empts for 15 years certain local taxes and levies on establishments of 
touristic value.

I also understand that Australia has certain beneficial tax laws that 
pertain to hotel construction and the service industry.

BENEFITS INCLUDE LAUNCHING BICENTENNIAL

As can be seen, therefore, other countries of the world do every 
thing they can to attract the tourist dollar. I feel strongly that we 
here in the United States should do more. We should do everything we 
can, in a postive way, to attract the tourist doll ar.

Not only may we be able to close the tourist deficit, but in people- 
to-peop^le contact more tourism is inherently beneficial. I migl^t add 
that this type of a fiscal incentive will give the United States ^ solid 
base from which to launch "See U.S.A." campaign during o^. bi 
centennial in 1976.
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DATO'S RECOMMENDATION

111 any consideration, therefore, under the Treasury DISC proposal, 
I urge this committee to include the 16 percent of our foreign exchange 
earnings that are now left out. I do feel that tax reduction similar to 
the Western Hemisphere Trade Corporation would be a better ap 
proach for services. It would constitute an immediate incentive for 
business and would not violate the GATT. But if deferral is the only 
method that Congress will consider, I ask that, even then, the service 
area, especially in tourism, be included.

That concludes my statement.
Mr. GIBBONS. We thank you, Mr. Mercer.
Mr. Collier, do you have any questions ?
Mr. COLLIER. I have one question.
You mentioned, Mr. Mercer, the fact that the cost of travel in this 

country, to use the specific example of a hotel, is prohibitive to many 
foreigners who would come to this country.

Is it not true, however, that the cost of comparable accommodations 
for American tourists in some countries are even higher than the 
same accommodations in this country, particularly food in Sweden 
and the Scandinavian countries ?

Mr. MERCER. In some areas and those are in some of the major 
markets.

However, from a competitive point of view, we are considered a very 
expensive destination to visit. If you put together the cost of accomo- 
dations as well as transportation, we have been considered far more 
expensive as a general rule. We are lacking in budget travel packages. 
The youth market can travel abroad more ecoonmically, by far, than 
they can here.

What we do need is every competitive advantage that we can pos 
sibly develop if we are going to bridge this gap in our deficit of pay 
ments which is now attributed to the tourism industry.

But, you are right, sir; there are other areas that are practically as 
expensive but I think they would be really delux as compared to our 
standard at the same price.

Mr. GIBBONS. As a fellow from Florida, I can say I certainly know 
the value of taking care of those tourists.

So, it is good to hear someone come here and say, discover America 
first, and talk about bringing foreign tourists in here.

We appreciate the suggestions you have made, sir.
Mr. MERCER. Thank you very much.
Mr. GIBBONS. Professor Alan Schenk, will you please come forward, 

sir ? Will you identify yourself for the record \ We won't put you under 
oath and talk about law and order. We notice you are from Wayne 
State University and we are glad to have you here to talk about trade 
problems.

STATEMENT OP ALAN SCHENK, PROFESSOR, WAYNE STATE 
UNIVERSITY LAW SCHOOL

Mr. SCHENK. Thank you, Mr. Chairman.
I am Alan Schenk, professor of law at Wayne State University 

in Detroit, Midi-1 am here today to talk in an individual capacity and 
not as a representative of the university.
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I appreciate the opportunity that the committee has afforded me to 
speak today. I strongly support the principle that the United States 
needs to increase export trade, and that the Government needs to pro 
vide some kind of leadership in reducing discrimination against 
American exports.

One of the major arguments in favor of the DISC proposal is that 
it will help improve the U.S. balance of trade. I suggest that the 
U.S. balance of trade may improve without Government action and' 
urge that the consideration of the DISC proposal at least be deferred. 

Recently the U.S. economy has been greatly inflated and there has. 
been a drain on the U.S. productive capacity for military efforts, 
abroad. The available nonmilitary productive capacity has been uti 
lized mainly to try to fulfill domestic demand and in fact domestic- 
demand has increased so much that this has greatly increased the 
amount of American imports into America.

It is not surprising under these circumstances that U.S. exports 
have lagged. If the military effort in Southeast Asia is reduced and 
the entire inflation campaign is pursued vigorously, domestic demand 
for goods should decline. The resulting idle capacity that may result 
may be voluntarily shifted into production for export.

In addition, Treasury Secretary Kennedy has indicated that due to> 
fiscal problems, budgetary problems, the effective date of this legisla 
tion needs to be deferred until 1971 anyway. In addition, I understand" 
the Treasury is currently investigating the entire area of taxation in 
the international sphere. I would suggest that the enactment of the 
DISC proposal might hamper any tax reform recommendations that 
they might otherwise make. Even if it is decided that there is a need 
today for the United States to unilaterally affect our balance of pay 
ments, DISC in my opinion is not the way.

The administration suggested that DISC may help improve two fac 
tors in our balance-of-payments position. First, the capital transfers 
account, the excess of our American capital exports over foreign im 
ports of capital into the United States, and the balance of trade. I be 
lieve that DISC takes a negative approach to the problem of Ameri 
can capital exports.

One reason that Americans invest abroad is to obtain a U.S. tax 
advantage. Rather than proposing to contract the U.S. tax base by 
granting deferral to American exporters, I recommend that we in 
crease the U.S. tax base by taxing American companies that operate 
abroad the foreign source Income earned by the American companies 
operating abroad. It seems to me that we should be very cautious be 
fore the United States should be willing to relinquish any of its tax 
jurisdiction.

A second reason that Americans set up manufacturing facilities, 
abroad is to obtain non-income-tax advantages including taking advan 
tage of reduced tariff and trade barriers, especially in the common 
market, lower foreign raw material and labor costs. I don't believe 
that DISC provides a realistic substitute for these benefits.

As to the balance of trade, if DISC is designed to substantially in 
crease export trade there seems to be a poor correlation between a pres 
ent loss in revenue by the tax deferral and this goal. First, there will! 
be a tax windfall to present exporters.
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According to the administration proposal, the deferral for the first 
year will be granted even if there is no increase in exports by the 
American exporters. Historically, exports increase; in absolute terms 
exports have increased over the years. Yet DISC grants tax deferral 
without regard to this natural increase in exports. The DISC deferral 
is tied to profits. If we want a proposal that is going to increase export 
trade and encourage small companies to engage in exporting then we 
might expect in the first few years they might not have a profit from 
these operations. Yet the DISC proposal is limited to a tax deferral for 
profits. Therefore, a company that exports and does not have a profit, 
gets no benefit.

In addition, as this committee well knows, recent grants of tax 
deferral have not materially altered major corporate decisions. Back 
in 1962 there were two tax deferral privileges enacted as part of the 
revenue act of 1962. One was the deferral of income from less devel 
oped country investments. This deferral was intended to encourage 
the shift of American capital abroad into less developed countries. Not 
terribly successful.

Secondly, there was the deferral of export trade income under sub- 
part G in order to encourage American exports. To my knowledge, not 
more than 20 or 30 foreign companies owned by Americans have taken 
advantage of export trade company provisions.

I admit that there are severe profit limitations and qualification re 
strictions and this certainly has added to the minimal use of the de 
ferral privilege. Even if the committee decides to urge enactment of 
DISC and assuming that it would be initially successful in the goal of 
substantially increasing export trade, there needs to be consideration 
of the Ipngrun effect on the balance of trade. The United States needs 
to consider its commitment under international institutions limiting 
the U.S. ability to stimulate or affect international trade.

There have been previous discussions today about GATT and its 
relation to the problem of international trade, and I will not repeat 
those remarks now, but there is a second institution that affects the 
ability of a nation to unilaterally affect international trade and that 
is the International Monetary Fund.

The International Monetary Fund imposes severe restrictions on 
the ability of a country to affect its currency exchange rate. The value 
of currency affects the amount of international trade, the cost of the 
country's product in international trade. Because of heavy reliance on 
the U.S. dollar in international trade the United States does not 
have the flexibility through the International Monetary Fund that 
is possessed by other nations.

For example, the recent action in Germany in appreciating the 
deutsche mark, French devaluation, and now Canada has let its dol 
lar float. The United States, it seems to me, doas not have such free 
options as the other countries have utilized in previoiis years.

There is a need for a direct approach to solve the U.S. balance- 
of-trade problems. If the United States determines as a matter of 
policy to encourage export trade, and I support that, then we should 
grant benefits to all exporters that substantially increase American 
exports without regard to whether or not those companies operate at 
a profit.
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I do not suggest any easy answers to the balance of trade problem. 
One possibility as part of a basic revaluation of the U.S. position in 
GATT and the International Monetary Fund might be to amend 
GATT to permit border adjustments independent of the internal tax 
structure.

Politically, this may not be possible at this time. But second, it 
seems to me that there needs to be a correlation between GATT and 
the border adjustments that are permissible and utilized to a great 
degree by common market countries and the currency exchange rate 
adjustments in the International Monetary Fund.

It seems to me that if a country goes to the International Monetary 
Fund and proposes or after the fact tells the International Monetary 
Fund that they have devalued that there should be some correlative 
adjustment in the border adjustments.

Chairman Mills' bill in proposing export rebates, talked about here 
today, I think is a step in the right direction. I would suggest that it 
be much broader than that.

DISC as proposed is too limited in scope and too inflexible to accom 
modate for changing conditions with respect to the balance of trade. 
If in a few years our balance of trade becomes much more favorable, 
Congress will be hard pressed to at that time remove this kind of 
benefit. My home State of Michigan has engaged in an extensive cam 
paign to encourage exports. I would hope that the Government action 
would help all of those companies and not only if they met the special 
qualifications of setting up a DISC corporation and not only if they 
derive a profit every year.

In conclusion, I would like to cite one of Adam Smith's canons of 
taxation from the Wealth of Nations—let us go back to 1776 again— 
"Every tax ought to be levied at the time, or in the manner, in which it 
is more likely to be convenient to the contributor to pay it."

The DISC deferral is granted in years in which the company prob 
ably could afford the tax cost more and under the proposal the com 
pany would be required to come up with all the tax when there is a 
recession abroad over which it may have no control or there is greater 
competition abroad, or DISC corporation may then be in need of cash 
in order to try to expand operations.

Mr. Seghers earlier indicated that exports need some medication in 
order to help them recover from their illness. I suggest that we need 
to find the cause for the malady and correct it rather than administer 
medication that makes the patient feel better.

Thank you.
Mr. GIBBONS. Thank you, Professor Schenk.
(Professor Schenk's prepared statement follows:)

PREPARED STATEMENT OF PROP. ALAN SCHENK—OPPOSITION TO THE TREASURY'S 
PROPOSED DOMESTIC INTERNATIONAL SALES CORPORATION

I. CONSIDERATION OF THE DISC PROPOSAL SHOULD AWAIT THE IN-DEPTH TREASURY 
STUDY OF U.S. TAXATION IN THE INTERNATIONAL AREA. AMERICAN EXPORTS MAY 
INCREASE WITHIN THE NEXT YEAR WITHOUT GOVERNMENT SUBSIDY
I understand that the Treasury is making an in-depth study of the impact of 

the present United States tax policy in the international area. The DISO tax 
deferral privilege designed to encourage export trade and the use of domestic 
rather than foreign manufacturing facilities is inter-related with the scope of
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U.S. tax jurisdiction in the international area. The enactment of the DISC 
proposal at this time may limit the Treasury's flexibility in proposing long- 
range tax reforms.

The balance of trade is one factor in computing a nation's balance of payments 
position. A favorable U.S. balance of trade has, for the past two decades, pre 
vented staggering balance of payments deficits. Two major factors contributing 
to the deteriorating United States balance of trade position in recent years 
have been the overinflated American economy and the heavy drain on domestic 
productive capacity for U.S. military efforts abroad. During the late 1960's, most 
of the United States productive capacity and work force was utilized for mili 
tary-related goods and services and domestic civilian consumption. It was in 
this posture that United States exports lagged. With the current Administration 
policy designed to cool off the economy and reduce government expenditures, the 
American productive capacity will not be fully utilized. Therefore, if Congress 
delays the grant of subsidies for American exports, it may find 'that American 
productive capacity will voluntarily shift into export production.

II. THE PIECEMEAL APPROACH TO THE U.S. BALANCE-OF-PAYMENTS PROBLEMS
HAS BEEN INEFFECTIVE

A. Prior patchwork legislation to improve the U.S. balance-of-payments position
has had only short-term favorable effect

The past two decades have produced a wealth of legislation and an executive 
order designed to unilaterally alter the United States balance of payments 
position. In the late 1950's, President Elsenhower restricted the number of 
families permitted to join military personnel abroad. In this way, he hoped 
to reduce the spending of United States dollars abroad. In the early 1960's, 
President Kennedy rescinded this order and proposed broad tax reform measures 
designed to reduce the tax profitability of operating abroad through foreign 
corporations. The Revenue Act of 1962 was the legislative enactment of these 
tax reform proposals. Congress later enacted the Interest Equalization Tax, as a 
stop-gap measure designed to reduce the rate of return available on investments 
in foreign stock and debt obligations. In 1966, Congress enacted the Foreign In 
vestors Tax Act to improve the United States balance of payments position. 
Rather than discouraging capital exports, this 1966 Revenue Act wias designed 
to encourage foreigners to invest in United States stock and bond markets. On 
January 1, 1968, President Johnson issued Executive Order 11387, severely 
limiting the amount of American capital that could be transferred abroad. Presi 
dent Johnson also unsuccessfully attempted to restrict American foreign travel 
in order to further limit the amount of U.S. dollars spent abroad. This extensive 
legislation has not materially affected the U.S. balance of payments position. 
Now the Treasury is proposing DISC to again attempt to unilaterally .alter the 
United States balance of trade portion of our balance of payments account.
B. The DISC proposal is a negative approach to the U.S. lalance-of -payments

problems
1. The Treasury should be considering an expansion rather than a contraction 

of United States tax jurisdiction. — Treasury Secretary Kennedy claims that the 
DISO proposal recognizes the fact that export income is partly foreign source 
income. He suggests that we alter the U.S. taxation of export income to comport 
with the U.S. tax treatment of income derived by foreign subsidiaries of Ameri 
can corporations.

Currently, United States tax jurisdiction over United States corporations 
extends to gross income derived from world-wide sources. A tax deferral granted 
to a United States export corporation would limit the United States tax base 
that is already too restrictive. Rather than enacting DISC as an incentive for 
American business to locate future manufacturing facilities in the United States. 
Congress should give serious consideration to the possible expansion of the 
United States tax jurisdiction to tax foreign source income derived by a foreign 
corporation owned and/or managed and controlled by United States persons. 
This approach would reduce the U.S. tax incentive to manufacture abroad.

Another factor in a nation's balance of payments position is the net diff.-rence 
between capital exports and capital imports. Presently, the United States is 
liberalizing its restrictions on capital exports (foreign direct investor controls) 
which will have a detrimental effect on our balance of payments. In view of

46-127 — 70~pt - 9 ——— 1
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this action, it seems inconsistent for the Administration to now propose DISC 
to expand export trade and aid the U.S. balance of payments.

2. DISC is cm ineffective device to discourage the use of foreign manufacturing 
subsidiaries.—President Nixon, in his May 11, 1970, letter to Chairman Mills 
indicated that attractive alternatives to export sales development exists for 
American industries. These alternatives include sales in the large domestic 
market and "direct foreign investment abroad for manufacture of products in 
locations closer to the foreign markets being served." President Nixon also indi 
cated that "our tax laws tend to favor sales by foreign subsidiaries of U.S. cor 
porations over exports from the United States."

There are many factors entering into a corporate decision to set up manufac 
turing operations abroad. These factors include, among other things, U.S. tax 
deferral until foreign source earnings are repatriated, reduced foreign tariffs and 
trade barriers to sales in the foreign countries (especially the Common Market), 
lower foreign labor costs, closer proximity to the foreign sales and services mar 
kets, reduced transportation costs, and reduced costs for raw materials. While the 
tax deferral may lower the total current cost of an article exported from the 
United States, it does not provide a realistic substitute for the major income tax 
and non-income tax benefits available through foreign manufacturing operations.

HI. THEBE MAT BE LITTLE CORRELATION BETWEEN THE GRANT OF THE TAX DEFEBRAL 
PRIVILEGE AND THE ACCOMPLISHMENT OP THE ANNOUNCED GOALS

A. Proposal grants tax deferral windfall without any increase in export trade 
According to the Treasury's May 12, 1970, technical explanation of the DISC 

proposal, a corporation presently exporting goods and services and qualifying as 
a DISC will presumably receive tax deferral on the total profit from export sales 
for the first year in which DISC is effective. There has historically been an 
annual increase in exports, in absolute dollar amounts, without any government 
subsidy. The government will thus sustain substantial budgetary revenue losses 
and grant a tax deferral windfall to the American corporation presently engaged 
in export trade and qualifying as a DISC even if the legislation does not accom 
plish its goal to substantially increase American exports. Unless the DISC pro 
posal is, at the least, modified to limit deferral to extraordinary increases in 
export sales, the loss in revenue will not bear a direct correlation with the accom 
plishment of the desired goals.
B. Recent legislation granting taa> deferral privileges has not had a noticeable 

impact in influencing major corporate decisions
In 1962, Congress enacted two tax deferral privileges designed to channel 

American capital abroad into activities or investments that would further na 
tional policy _goals. Subpart F of the Internal Revenue Code enacted in 1962 
expanded U.S. tax jurisdiction to include certain foreign income derived by 
United States shareholders of controlled foreign corporations. As an exception 
to this increase in tax jurisdiction, Congress granted tax deferral for income 
derived by controlled foreign corporations from qualified investments in less 
developed countries. This deferral privilege was designed to channel American 
capital invested in controlled foreign corporations into less developed country 
investment. By utilizing private American capital to aid in the development of 
these countries, the Administration expected to reduce government foreign aid. 
Experience to date indicates that the tax deferral privilege has not greatly 
affected corporate investment decisions.

As part of the same Reveue Act of 1962, Congress provided a tax deferral 
privilege, for the same U.S. shareholders, for income earned by controlled for 
eign corporations from the exportation of United States goods and services. 
Limitations on deferrable profits and severe qualification restrictions have con 
tributed to the minimal utilization of this deferral privilege. Thus, unless the 
DISC tax deferral will have a major favorable effect on corporate after-tax 
profits without correlative adverse effects on anticipated corporate operations, 
the recent history with tax deferral privileges indicates that the DISC tax de 
ferral will be ineffective to alter major corporate decisions.
C. DISC may have a long-term detrimental effect on wage rates and compete

tive prices
According to Assistant Secretary for Tax Policy Nolan, the American In 

stitute of Certified Public Accountants has indicated that if the DISC proposal
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were enacted, the DISC would not have to accrue the tax deferral as a liability 
for income reporting purposes. Therefore, qualifying export corporations would 
report higher after-tax profits as a result of the tax deferral. Traditionally, 
higher corporate profits give labor increased ammunition for their demands for 
higher wages. Even if a portion of the tax deferral benefit is reduced by higher 
labor demands, the combination of the higher wage rates plus the ultimate 
liability for the tax when exports decline, would produce a net detrimental 
impact on corporate pricing and profits.

One of Adam Smith's canons of taxation, published in the Wealth of Nations 
in 1776, states that "every tax ought to be levied at the time, or in the manner, 
in which it is most likely to be convenient for the contributor to pay it." The 
DISC proposal violates this canon by providing increased tax deferral in times of 
prosperity and expanding export trade, and increased tax liability during periods 
of recession abroad and deteriorating export trade. Corporations would thus 
defer tax liability during periods in which they could afford the added costs 
and would be required to pay higher taxes during recessionary periods when the 
corporations may have, less available cash.

IV. DISC IS BELATED TO THE U.S. OBLIGATIONS TJJSfDEB OATT AND IMF

A. The International Monetary Fund restricts a member nation's freedom to
affect international trade

There are two international agreements which limit members nations' ability 
to unilaterally affect the balance of trade—the International Monetary Fund 
and the General Agreement on Tariffs and Trade. The value of a nation's cur 
rency in relation to the currency values of other nations affects the price of the 
nation's product in international commerce. A country whose currency is over 
valued may find it difficult, if not impossible, to sell its goods unless the gov 
ernment subsidizes its exports or alters its currency exchange rate. The 
International Monetary Fund restricts a member nation's ability to make infor 
mal exchange rate adjustments in order to affect international trade. Only by 
complying with the restrictions of the International Monetary Fund may a nation 
devalue or revalue its currency upward. Due to the heavy reliance in interna 
tional trade on the value of the United States dollar at $35 an ounce of gold, 
the U.S. does not have flexibility available to other nations to adjust its cur 
rency exchange rate.
B. The General Agreement on Tariffs and Trade restricts a member nation's

freedom to grant export sribsidies
Closely tied to the currency restrictions imposed by the International Monetary 

Fund are the tariff and trade restrictions imposed on member nations by the 
General Agreement on Tariffs and Trade (GATT). A classic method of affecting 
international trade is for a nation to grant subsidies to either increase its exports 
or limit its imports. Article XVI of GATT limits a member nation's ability to 
grant subsidies. Article XVI does not provide clear guidelines as to the types of 
subsidies that are permissible and those that are prohibited by the Agreement. 
Article XVI :1 provides that if any Contracting Party grants or maintains any 
subsidy which operates directly or indirectly to increase exports or reduce 
imports, it shall notify the Contracting Parties in writing of the intent and 
nature of the subsidization, of the estimated effect and of the circumstances 
making the subsidization necessary. If serious prejudice to the interests of any 
other Contracting Party is caused or threatened by any such subsidization, the 
nation granting the subsidy shall, upon request, discuss the possibility of limiting 
the subsidization. Article XVI :3 provides that if a Contracting Party does grant 
directly or indirectly a subsidy which operates to increase the export of any 
primary product, such subsidy shall not be applied "in a manner which results 
in that Contracting Party having more than an equitable share of world export 
trade in that product. . . ." For the Contracting Parties that agreed to be bound 
by Article XVI :4, the Agreement obligates the member to terminate any direct 
or indirect form of subsidy on the export of any non-primary product where 
such subsidy results in the sale of the product "for export at a price lower than 
the comparable price charged for a like product to buyers in the domestic market." 
While the refund of indirect taxes is not deemed to be a subsidy under this 
article, the refund of direct taxes is a subsidy. There is no specific ruling to my 
knowledge dealing with the issue of whether deferral of direct taxes is a subsidy
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under Article XVI. The subsidy prohibition of Article XVI :1 applies to a subsidy 
which has the effect of maintaining exports at a level higher than would other 
wise exist in the absence of the subsidy. If the tax deferral proposed in the DISC 
plan will be deemed to be a subsidy, then at a minimum, under Article XVI :1, the 
United States will have an obligation to notify the Contracting Parties of such 
subsidy and, upon request, discuss the possibility of limiting the subsidization. On 
the other hand, if the DISC income tax deferral is deemed to be an export subsidy 
within the provisions of Article XVI :3 and/or XVI :4, then the United States has 
an obligation to terminate this export subsidy.

If a member nation grants subsidies that are not prohibited by Article XVI, 
the affected nations may still counteract these subsidies by taking action author 
ized under GATT. An affected nation may reduce the effect of the subsidy by 
imposing "countervailing duties" equal to the estimated subsidy granted, directly 
or indirectly, on the manufacture production or export of the product in the 
country of origin. In addition, if the subsidy causes any product to be imported 
into the territory of another contracting state "in such increased quantities and 
tinder such conditions as to cause or threaten serious injury to domestic pro 
ducers," then if other criteria are met, the importing country may suspend any 
GATT obligation or withdraw any concession that it has acceded to with respect 
to these products. This may enable a member nation to impose taxes and other 
regulations and requirements for the sale, distribution, transportation, or use 
of the imported products so as to afford protection to domestic production. If 
the enactment of the DISC tax deferral has the effect of nullifying or impair 
ing the concessions the United States has granted to any contracting state, then 
the affected nation may suspend its GATT concessions or-obligations with the 
United States.

V. THEEB IS A NEED FOE A DIRECT APPROACH TO SOLVE BASIC PROBLEMS INVOLVING
BALANCE OF PAYMENTS

The chronic U.S. balance of payments deficits of the previous two decades 
coupled with the ineffective stop-gap measures designed to alter this disequi 
librium points up the need for direct action to improve this serious imbalance. 
President Kennedy, in his special balance of payments message to Congress 
in 1961, indicated that:

Economic progress at! home is still the first requirement for economic strength 
abroad. Accordingly, the first requirement for restoring balance in our interna 
tional payments is to take all possible steps to insure the effective performance of 
our own economic system—to improve our technology, lower our production and 
marketing costs, and devise new and superior products, under conditions of 
price stability. The real wealth of a nation resides in its farms and factories and 
the people who man them. A dynamic economy producing goods competitively 
priced in world markets will maintain the strength of the dollar. . . . Our export 
promotion efforts, no matter how well devised or energetically pursued, will not 
be effective unless American goods are competitively priced. Our domestic poli 
cies—of government of business and of labor—must be directed to maintaining 
competitive costs, improving productivity and stabilizing or where possible lower 
ing prices.

There does not appear to be any correlation between the need to increase ex 
port trade and the restrictions and qualifications imposed by the DISC proposal. 
If the United States decides, as a matter of policy, to encourage export trade, 
then the proposed 'benefits should be conferred to all American companies that 
engage in or increase their export trade.

The chronic deterioration in the United States balance of payments position 
over the previous two decades has also emphasized the need for a basic re-evalu 
ation of the United States position in GATT and the International Monetary 
Fund. The United States must make changes which will remove the competitive 
handicaps that presently hamper American exports.

The present structure of GATT and the IMF does not provide adequate ma 
chinery to deal with problems caused when member nations sustain imbalances 
in their balance of payments position. Consistent with the suggestion of former 
Assistant Secretary Surrey, I recommend that the United States press for GATT 
amendments that would permit member nations to adopt border tax adjustments, 
within prescribed limits, independent of their internal tax structure. Whether the 
border adjustments directly relate to an internal tax such as the value-added
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tax (as in the Common Market) or are independent of the internal tax structure, 
a nation should be able to impose import duties and grant export tax rebates 
ranging from zero to possibly twenty percent. In addition, while the Interna 
tional Monetary Fund should retain its policy of fixed exchange rates and re 
quire member nations to obtain approval for appreciation or devaluation of the 
currency exchange rate, I recommend that changes in a nation's currency ex 
change rate be correlated with the border tax adjustments; that is, when a 
nation devalues its currency ten percent, it should be required to reduce its ex 
port tax rebate and import duty.

VI. CONCLUSION

At the present time the Administration is attempting to fight inflation and con 
trol the wage-price spiral. In addition, due to our involvement in Southwest Asia, 
American productive capacity has been almost fully utilized for domestic and 
military consumption. Full employment and full utilization of the productive 
capacity has even limited the ability of American manufacturers to satisfy the 
domestic demand. In this context, it is not surprising that American imports 
have increased to an all time record level without a corresponding increase in 
exports.

As the fight against inflation continues, the unemployment rate is rising and 
the American productive capacity is not being utilized to its fullest extent. During 
this transitional period, it may be expected that American companies will attempt 
to utilize the excess productive capacity in part to produce for export. DISC 
may thus grant tax deferral for increases in export trade that may result without 
any stimulation by the federal government.

In the final analysis, the long-term balance of trade position of the United 
States will depend upon American know-how, the competitiveness of American 
products in international commerce, more flexible and equitable provisions with 
respect to border tax adjustments, and adjustments in the international monetary 
system. Stop-gap measures such as the proposed DISC may, even if successful, 
only alleviate the payments imbalance in the short run. The elimination of this 
deferral privilege in the future could then have a very serious impact on the 
U.S. balance of trade.

Each additional piece of legislation designed to unilaterally affect the U.S. 
balance of payments position places the value of the U.S. dollar in question. The 
proposed DISC is too limited in scope and inflexible to accommodate for changing 
conditions with respect to the balance of trade and the U.S. balance of payments 
position. Chronic disequilibrium in the balance of payments requires a thoughtful 
overall study of the entire area. The current Treasury review of U.S. tax 
jurisdiction in the foreign area mar produce broad tax reform proposals. These 
recommendations may be limited if Congress now enacts legislation which, in 
effect, further contracts U.S. tax jurisdiction.

Mr. GIBBONS. Mr. Collier.
Mr. COLLIER. I have no questions.
Mr. GIBBONS. Professor Schenk, you certainly have a very fine and 

well-reasoned statement.
You have some mighty fine points there. A tax incentive is fine as 

long as you make a profit, but when you do not make a profit there 
is not a whole lot of incentive to them.

Mr. SCHENK. That is why, Mr. Chairman, it seems to me a proposal 
something like Chairman Mills' proposal, or an explanation like I 
suggest, is much more effective, much more direct. If we want to 
expand export trade then let us do something to export trade, not only 
if you qualify under the strict requirement of DISC but if you expand 
export trade you should be given the benefit if that is in the national 
interest.

Mr. GIBBONS. Yon feel our imbalance o f: trace primarily is a reflec 
tion of the imbalance in our own domestic economy, the inflation that 
has taken place, distortion of our economy because of the war and 
things of that sort ?
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Mr. SCHENK. I think if you look back to the record you will see that 
our imbalance, so to speak, and I am not sure it is even an imbalance 
yet, I think we still have a balance-of-trade surplus although it is 
minimal, our balance-of-trade position has deteriorated substantially 
since the middle of the 1960's. I think one of these reasons is because 
of the inflation at home. I do not mean to suggest that even if we 
correct our domestic ills that that is going to solve our export problems. 
I do not think it will. Neither do I think DISC will.

Mr. GIBBONS. In your opinion, to what extent is our developing ex 
port problem, if we can call it that, directly related perhaps to our 
past foreign policy of building up other nations and encouraging them 
on as competitors to our own system.

Mr. SCHENK. No question it has had an effect. I think even a greater 
effect is the fact that American businesses are going abroad in such 
a great degree. I suspect that if we take a look at the balance of trade, 
including not only the American businesses that we do business here 
but American businesses that do business worldwide, we certainly have 
a better balance of trade than any other nation in the world. But under 
the present statistics for balance-of-payments purposes these are not 
considered as American exports.

Mr. COLLIER. Will the gentleman yield at this point ?
Mr. GIBBONS. Certainly.
Mr. COLLIER. Of course the problem there aside, from balance of 

payment, is that it does reduce jobs. Assuming that we have a more 
favorable balance of trade by reason of the establishment of American 
industry abroad, we have nothing but a figure, we have nothing to con 
tribute to our economy in terms of jobs, in terms of increased buying 
power and all the associated benefits of trying to maintain a favorable 
balance of trade in terms of strengthening our own economy.

Mr. SOHENK. I agree with you a hundred percent. That is why I 
have recommended that we expand our tax jurisdiction to tax Ameri 
can companies that do business abroad and maybe in that way, along 
with border adjustments, encourage American companies to do busi- 
nass here. I am all in favor of building up American industry and 
expanding American export trade.

Mr. COLLIEE. Just one other thing, if I may, Mr. Chairman.
Dr. Schenk, you said that our military commitments in South Asia 

are reduced and when we are able to come to better grips with the 
problem of inflation, better than we have up to this time, the demand 
for goods would decline ?

Mr. SCHENK. Yes. Taking the two together today, as I understand 
it, American productive capacity is being utilized almost to the fullest 
extent to produce military related goods and services and to produce 
goods that are demanded right here in the United States. In fact, 
we cannot even satisfy that demand.

The domestic demand for goods has precipitated many of the imports 
from foreign nations. It seems to me that when the total expenditures 
by way of military expenditures and the problems of inflation are 
corrected somewhat, that the demand on our domestic production 
capacity will not be as great. If we free some of the domestic pro 
ductive capacity, then businessmen are going to try to find Ways to 
utilize it more fully and it seems to me that with a good advertising
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campaign and encouragement 'by the Government and the Export- 
Import Bank and the guarantees, that they will shift into export 
production.

It seems to me that the reason exports have lagged is that American 
producers have been content to stay at home because they have utilized 
their .total capacity in domestic production.

Mr. COLLIER. I wholeheartedly agree, but I am trying to get the 
ramifications straight. What you are saying is that the demand for 
imported goods will be reduced once we are able to convert some of 
our military production into production of consumer goods. But as 
I understand, for years now we have been studied and prepared and 
have in fact on the drawing board proposals that immediately with 
the cessation of our participation in the war in Southeast Asia and a 
reduction of expenditures for defense hardware, that programs are 
already set up and already geared to this transition and it is said to be 
one which will stimulate the demand for consumer goods such as, for 
example, appliances and a number of types of goods that people lower 
than the middle income group may now be doing without. They may 
have it but they have a refrigerator that is 14 years old and that sort 
of thing.

If I have been advised correctly, this is part of what the last ad 
ministration started and is being continued by this administration, to 
continue to plan for the day when the production of domestic goods, 
consumer goods can provide an orderly transition from the produc 
tion of military hardware.

Mr. SCHENK. That is why I tied the two. I agree with you. I think 
from what I have heard also, after our military efforts in Southeast 
Asia have toned down that we will shift some of our national resources 
into some of these other problems. If this is done under conditions of 
full employment or overemployment without a control on inflation I 
suspect that we will have the same problem. I agree.

Mr. COLLIER. Thank you, Mr. Chairman.
Mr. GIBBONS. Let me ask you a question about industrial capacity. 

I was looking at some economic indicators the other day and I forget 
where I saw them but I got the impression that American industrial 
capacity was only being used at around 79 percent of its potential. 
Are you able to comment on that ?

Mr. SCHENK. No, I have not seen those figures. I don't pretend to be 
an economist. My recollection is that until a year and a half ago our 
unemployment rate was the lowest possible, that the unemployment 
was really in part accounted for by transitions between jobs. And 
while the machinery might be there there was no manpower to manage 
it. So as far as I would be concerned the productive capacity, that is, 
turning out goods, would be almost at its maximum.

Mr. GIBBONS. Of course, many economic indicators are difficult to 
understand but apparently the workweek has been dropping pretty 
steadily over the last year in most areas, and there is a large percentage 
of unused industrial capacity in this country. We apparently have 
industrial capacity that is standing idle. I wondered if perhaps 
you could cast some light on that?

Mr. SCHENK. Sorry.
Mr. GIBBON^. Thank you for a very interesting statement, and for
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your time coming here and taking the time to prepare testimony, and, 
of course, for waiting so long here today to finally be reached. We ap 
preciate it very much. You have contributed a great deal.

Mr. SCHENK. Thank you.
Mr. GIBBONS. Mr. W. E. Higman is our next witness.
The committee knows you are an old pro, so to speak, from the cus 

toms branch of our Government. We know you have been here a num 
ber of times. Will you please for the record, though, sit down and 
identify yourself and proceed as you may wish?

STATEMENT OF W. E. HIGMAN, WASHINGTON, D.C.
Mr. HIGMAN. I am W. E. Higman. I worked for 40 years in the 

Bureau of Customs on these very statutes that are under consideration 
in H.R. 13713. I retired as a Deputy Commissioner. I have been giv 
ing intensive study to H.R. 13713 out of my experience. I gave similar 
study to the tentative proposals on drawback of the Tariff Com 
mission set out in TC Publication 286, May 1969.1 testified over there 
on August 5 of last year. I have a few brief technical remarks.

Mr. GIBBONS. May I ask you to pull that microphone a little closer 
to you?

Mr. HIGMAN. I am not representing any group or organization. I 
simply am appearing out of my interest in the subject.

Mr. GIBBONS. We are glad to have a man of your experience and 
expertise come here and work with us on this problem.

Mr. HIGMAN. I have a few points to make, and I will be very brief.
In the first place, I should like to recommend wholeheartedly that 

this legislation be accompanied by a committee report which will 
point out the inadequacies, as they are believed to be, in the present 
drawback law, and how the new law is designed to correct those in 
adequacies and get off on a new program.

Mr. GIBBONS. Let us point out the particular bill you are talking 
about now.

Mr. HIGMAN. H.R, 13713, Mr. Mills' bill, particularly the substitute 
provisions, section 313(a) (2). I have no comment to make on its tax 
provisions, section 313(a) (3). That is not my province.

Such a report is of inestimable value to the administrative officers. 
It is useful to the drawback claimants and their representatives, and 
in the courts, when they get the cases before them, in ascertaining 
congressional intent in deciding those cases.

My second immediate point is that those who are enjoying draw 
back under the present law have been assured that the drawback 
rights and privileges they are presently enjoying under section 313, 
Tariff Act of 1930, as amended, will continue after this new law has 
been passed. If you will look through the various tariff acts, section 25 
of the act of 1890 section 24, act of 1894, section 25, act of 1909, section 
"O," act of 1913, section 313, act of 1922, you will find that each of 
those laws contained a "continuation" clause. I wrote that clause 
down so that I could quote it exactly. Each of those laws provided: 
"That the drawback on any article allowed under existing law shall 
be continued at the rate herein provided."

I do not believe that the language quoted would be quite adequate
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to cover the assurances that have been given to tihe people who are 
presently enjoying drawback; but a slight modification of the language 
would make sure that what is intended would be accomplished. 
Whether the drawback would be claimed under the existing law as 
continued in some manner, possibly by incorporation by reference, 
and for how long that continuation would last, that is something very 
easy to take care of.

The wording of section 651 (c), Tariff Act of 1930, would not seem 
to be sufficient to insure with certainty what has been promised.

Now there is a court case that has to do with the continuation from 
one drawback act to another. In Customs parlance it is known as the 
Mengel Log case. I will give you a citation of that for the record. It 
is The Mengel Company v. United States (No. 3583), 20 CCPA 399, 
TD 46232, decided on January 23,1933.

The scope of the problem and a suggestion of the number of firms 
and industries who have been obtaining drawback under the existing 
drawback law can be gathered quickly by a reference to the individual 
drawback rates published in the many bound volumes of the Treasury 
Decisions and in the weekly publications of the Customs Bulletin. 
Note the individual drawback rates published in the issue of May 13, 
1970 (T.D. 70-109)—Synopses of Drawback decisions, and part 22— 
Drawback, of the general Customs Kegulations. The general draw 
back rates listed in section 22.6 are of especial interest:

Section 22.6 (f) Sugar and sirups: substitution.
Section 22.6 (g) Linseed oil, linseed oil cake, and linseed oil meal.
Section 22.6(g-1) Crude petroleum and petroleum derivatives; sub 

stitution.
•Section 22.6 (h) Piece goods.
Section 22.6 (i) Fur skins and fur skin articles.
Section 22.6 (e) Bags and meat wrappers.
The next point I should like to make relates to the question of why 

it took so long to get drawback into the law. In this bill the provision 
is section 314 (a) (2). For all practical purposes, in spite of any other 
references, drawback began with the act of August 5, 1861. That act 
provided that drawback would be allowed "on all articles wholly 
mauf actured of materials imported."

The duty retention was 10 percent, which continued up until about 
1890 when the retention was lowered to 1 percent, which it is today. 
This bill, by the way, would move it up to 2 percent. That is immate 
rial, that is just historical.

I wish I could supply information as to why it took so long to get 
drawback into the law. It certainly has a significance. If this commit 
tee were able to ascertain that "why" it would find that information 
very valuable in connection with considering a greatly expanded 
substitution law.

Substitution was put into effect rather tentatively in section 313 (b), 
Tariff Act of 1930, first limiting it to sugar, nonferrous metals, 
and ores containing nonferrous metals, the Congress saying that those 
commodities are particularly susceptible to substitution. It was pro 
vided, however, that the materials, in order to be substituted, must be 
of the same kind and quality. This lot of sugar, and that lot of sugar, 
had to be of the same kind and quality. That is the crucial phi-ase.
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It is proposed in this bill to eliminate that phrase and substitute 
"similar kind and quality." Without some explanation as to wherein 
similar kind and quality differs from same kind and quality, what 
classes of transactions will come under similar kind and quality that 
can't come under same kind and quality provision of the existing 
section 313 (b), there will be a period of uncertainty. That uncertainty, 
if possible, should be eliminated in this report that I am so strenuously 
suggesting.

There have been some previous experimentations with the "same 
kind and quality" matter. The Tariff Commission, for example (I 
don't know what the status of their proposed recommendation is right 
now. It is the one I testified on on August 5 of last year), proposed 
tentatively to recommend the elimination of "same kind and quality" 
and use what they call a fungibility test. I will only repeat about 
that, without being critical, that fungibility is fine when you are deal 
ing with grain elevators, but try to apply fungibility to the world's 
merchandise, all the commodities enumerated in the tariff schedules, 
I think you would end up hopeless.

There had been a previous experiment with "same kind and quality." 
The late Mr. Jenkins and the late Mr. Machrowicz in the 85th Con 
gress, first session, introduced bills in 1957, proposing that instead of 
the "same kind and quality" requirement in section 313 (b) substitu 
tion be permitted in the case of articles "which are interchangeable or 
used one for the other for manufacturing purposes of the manufac 
turer." These bills were H.R. 9132 and H.R. 9133 of August 6,1957.

I analyzed the quoted provision rather fully in comments to the 
Tariff Commission. But that provision as introduced was not adopted 
by the Congress. When the law emerged as Public Law 673 of Au 
gust 18, 1958, the change from "same kind and quality" to the sug 
gested language did not appear. The old provision continued right on 
along. The only change was that Public Law 673 extended substitu 
tion to all commodities, not just sugar and other specified commodities.

A beautiful example of the effect of Public Law 673 is the decision 
of the Bureau of Customs extending substitution to wools generally 
by pointing out how same kind and quality should be ascertained 
in connection with the various wools imported under the tariff wool 
schedules. That is a very significant decision. It is TC-55038, Draw 
back-Substitution-Wool, January 29, 1960. I shall have occasion to 
mention it again in a couple of minutes. The decision takes all that 
great area of imported wools with their various degrees of fineness 
and coarseness, their differing percentages of clean content, countries 
of origin, and so forth, and points out how and when they can be 
used on a substitution basis under the existing drawback law.

The committee reports which preceded Public Law 673, House 
Eeport 1380 of February 24,1958, and Senate Report 2165 of August 4, 
1958, to accompany H.R. 9919, each contained the following state 
ment of the requirements for drawback on a substitution basis under 
section 313 (b), Tariff Act of 1930, as amended:

In order for drawback of duties to be allowed under section 313(b), both 
domestic and imported merchandise of the kinds named must have been used 
in further manufacture within 3 years after the receipt of the imported mer 
chandise by the manufacturer of the exported articles.
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Such requirements would not be carried forward by H.R. 13713 
in its present form. That bill does not simply propose a shift from 
same kind and quality in section 313(b) to similar kind and quality, 
it would also eliminate from that section what may be called a 3-year 
operational cycle which begins with the date of receipt (by the manu 
facturer of the exported article) of the duty-paid merchandise (the 
so-called designated merchandise) upon which the claim for draw 
back is based. The requirement that such manufacturer use the desig 
nated duty-paid material in manufacture within the 3-year period 
would also be dropped, as would the requirement for the manufacture 
of the exported article during the same period. Actually there would 
seem to be no requirement that the designated merchandise be used 
in manufacture at all by any firm or person at any time.

The present requirements in these respects are clearly illustrated by 
the following from section 22.5 of the Customs Regulations :

22.5 Identification of imported merchandise and ascertainment of quantities 
for alloivanoe of drawback when substituted merchandise is used.— (a) Articles 
manufactured or produced in accordance with section 313(b), Tariff Act of 1930, 
as amended, shall be subject to the applicable provisions of this part and the 
records of the manufacturer or producer shall show:

(1) The quantity, identity, kind, and quality of the duty-paid merchandise 
or of other articles manufactured or produced under drawback regulations (all 
of the foregoing hereinafter referred to as designated merchandise) designated 
as the basis for the allowance of drawback on the exported articles;

(2) That such designated merchandise was used in the manufacture or pro 
duction of articles by the manufacturer or producer of the exported articles 
within 3 years after the date on which it was received by such manufacturer or 
producer;

(3) That the exported articles on which drawback is claimed were manufac 
tured or produced either with the use of (i) the designated merchandise, (ii) 
other merchandise of the same kind and quality as the designated merchandise, 
or (iii) any combination of the foregoing;

(4) That the exported articles were manufactured or produced within 3 years 
after the date on which the designated merchandise was received by the manu 
facturer or producer of the exported articles ;

(5) That duty-free or domestic merchandise of the same kind and quality as 
the designated merchandise was used by the manufacturer or producer of the 
exported articles within 3 years after the date on which the designated mer 
chandise was received by such manufacturer or producer; and

(6) The quantity of merchandise of the same kind and quality as the desig 
nated merchandise, used in the manufacture or production of the exported 
articles.

It may be that such requirements are not consistent with the objec 
tives of H.R. 13713. But -without some controlling limitations regard 
ing the use of the duty-paid material and the manufacture of the prod 
ucts, and by whom, in such case, uncertainties and difficulties could 
develop.

It is not hard to imagine an instance in which imported duty-paid 
merchandise comes in, gets on the open market, is not used by any 
body in manufacture, and yet forms the basis of a drawback claim on 
articles manufactured from similar merchandise by some one who has 
not received or used the duty-paid merchandise. Whether there would 
be a lack of control there, whether that would produce administrative 
difficulties, even cause concern to the operators themselves, is an open 
problem.

I am not speaking adversely. I am just mentioning what I see are 
some possibilities of a little confusion in that situation.
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The proposed bill can be read to say that substitution is allowed only 
when the exported article is manufactured entirely from domestic 
merchandise, not from duty free, duty paid and/or iomestic mer 
chandise, or from any combination of the three classes, but only when 
it is manufactured entirely from domestic merchandise. I don't think 
that is the intended meaning. I don't think it is the only possible 
reading. But it is a legitimate reading.

That would be easy to correct by a clear expression of what the 
intention actually is. I simply mention it as a point that I observed in 
my studies.

There is another provision in the current law which does not seem 
to have been carried forward in the bill; that is what we could call 
very legitimately the safeguard clause. There is language in section 
313 (b), the current drawback law, that which has been in effect since 
1930, which means, and it has been interpreted to mean, that you do 
not get a greater amount of drawback by way of substitution than 
would have been obtainable had you made your exported article 
out of the duty paid merchandise on which you base your claim- 
The provision reads:

But the total amount of drawback allowed upon the exportation of such 
articles, together with the total amount of drawback allowed in respect of 
such imported merchandise under any other provision of law, shall not exceed 
99 per centum of the duty paid on such imported merchandise."

If that is still the intention of the Congress, corresponding language 
should be continued in the new law. The quoted language found very 
effective expression in the wool regulation TC-55038 that I men 
tioned a moment ago.

There is a provision in that regulation emphasizing that the in 
terchange among the various shipments of wool must be designed, 
must be operated in a manner which will insure that no greater 
amount of drawback will be allowed upon the exportation of the 
product of the wool of the required kind and quality than would 
have been allowable had the exported article been made from the 
wool on which the claim for drawback is based. That is a very im 
portant provision in this wool regulation that I cited. It is as follows 
on page 48 of J.O.B. 55038:

Precluding the allowance of drawback in an amount greater than would 
have been allowable had the articles actually have been manufactured from 
such imported wool.

There are just one or two other points. I mentioned the committee 
reports in connection with U.K. 1932 and H.K. 1933, which bills sug 
gested a modification of the same kind and quality provision which 
was not adopted by the Congress. Of course this committee's records 
will show why it was not adopted. The reasons for that nonadoption 
may have a great significance in the consideration of the proposed 
switch from same kind and quality at this date to similar kind and 
quality for the future.

An immediate justification for the continuation of the relative value 
provision now in section 313, Tariff Act of 1930, as amended, will be 
found in the decision of the Supreme Court in the case of National 
Lead Co. v. United States, 252 U.S. 140, decided March 1, 1920, and 
in section 22.6 (f) (17) of the general drawback rate on sugar and
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sirups, which shows in detail the method of distributing the drawback 
on a relative value basis to some 16 products of a sugar refinery.

I guess that exhausts my main points, gentlemen.
Mr. GIBBONS. Sir, we appreciate your taking the time to come here, 

particularly after your long and productive years of service to the 
Federal Government.

Mr. Collier.
Mr. COLLIER. Thank you, Mr. Chairman. I merely want to say that 

I wholeheartedly subscribe to the recommendation that we write a 
detailed report outlining congressional intent in a manner that will 
leave far less flexibility in the interpretation. I frankly think that to 
do anything less would just leave us with some of these same problems 
in our present trade program that are just too subject to executive 
whim rather than pursuing what I think the intent of Congress was 
at the time it enacted the 1&62 law.

Mr. HIGMAN. Sir, why I feel so much in earnest about that is that 
we did not have any such report to help us get going on the substitu 
tion law, section 313 (b), in 1930. We did a good job on it, I am sure 
we did, because it proved so successful that Congress did what it 
said Congress would do if the act worked, that is, extend substitution 
to additional lines of merchandise; but it is a job that could have been 
made a whole lot easier, could have resulted in quicker decisions for 
the claimants.

Mr. COLLIER. Thank you.
Mr. GIBBONS. Thank you, Mr. Higman,
(The following letters and statements were received for the record:)

SUPPLEMENTAL MEMORANDUM OP ROBERT T. SCOTT, NATIONAL FOREIGN TBADE
COUNCIL

This memorandum is being filed by the National Foreign Trade Council pur 
suant to permission granted during the Council's oral testimony at Hearing's on 
Foreign Trade and Tariff proposals before the House Ways and Means Com 
mittee on May 18, 1970.

At the May 18th Hearings, the Council recommended enactment of the Domes 
tic International Sales Corporation (DISC) proposals. The DISC is designed 
to stimulate exports by granting a tax deferral with respect to the sale of 
"export property" abroad.

The Treasury Department's technical explanation of the DISC states:
". . . any item containing components imported into the United States and 

classified under Item 807 of the Tariff Schedules of the United States will not 
qualify as 'export property' ".

Many U.S. exports do contain components classified under Item 807 and, there 
fore, no Federal income tax benefit would result on these sales under the DISC 
proposal. For example, a computer exported by a U.S. company might contain 
memory planes manufactured abroad, with the memory cores made in the U.S. 
When these memory cores are returned to the U.S. an exemption from U.S. tariff 
is claimed under Item 807 of the Tariff Schedules. Since the computer contains 
such cores it would not be eligible for the DISC benefit.

If the cores had been purchased in Japan the DISC benefit would be granted. 
Further, it is not clear whether a finished product, which contains as a com 
ponent another product purchased from an unrelated U.S. manufacturer which 
is subject to an exemption under Item 807, could be considered "export property" 
under the DISC proposal.
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The exclusion from export property of items containing Item 807 components, 
far from aiding U.S. manufacturing, encourages the purchase of components 
abroad. Moreover, the Treasury restriction appears to be inherently self- 
defeating, since a relatively inexpensive item containing Item 807 components 
could, when associated with an export of considerable value, prevent such export 
sale. The Treasury has adequately provided for U.S. content by recommending 
that at least 50% of the total cost of the product established under standard 
Government procurement regulations must be U.S. content.

Accordingly, the Treasury recommendation that any item containing compo 
nents imported into the U.S. and classified under Item 807 of the Tariff Schedules 
for the U.S. will not qualify as export property should be deleted from the DISC 
proposal.

STATEMENT OF ROBERT B. STATHAM,* CHAMBER or COMMERCE or THE UNITED STATES

We appreciate this opportunity to supplement our testimony of May 19, 1970, 
•on foreign trade policy. On June 19, the Board of Directors of the Chamber of 
Commerce of the United States voted to support the concept of a Domestic Inter 
national Sales Corporation as proposed by the Treasury Department.

The National Chamber views with concern the decreasing trade surplus of the 
last two years and the increasingly difficult position of American exports in 
world trade. United States domestic exporters are suffering from two major dis 
advantages. They do not receive the tax deferral available to foreign subsidiaries, 
and they often must compete against exporters in foreign countries who are 
given more liberal tax benefits.

The treasury has advanced the DISC proposal to cope with these problems. 
Some of the anticipated advantages are:

It will put American exporters in a more competitive position in the search 
for world markets;

It will provide tax deferral for domestic exporters equal to that now 
available to American exporters using foreign subsidiaries;

It will prompt American manufacturers to locate in the United States 
rather than abroad, thereby increasing employment opportunities in this 
country; and

It will allow firms too small to operate through foreign subsidiaries to 
enter the export field.

A major factor in achieving export surpluses similar to those experienced after 
World War II will be the adoption of new and imaginative tax concepts. It 
is the view of the National Chamber that the DISC proposal falls in this category 
and should be adopted. We recognize the enactment of this proposal alone will not 
solve our international trade problems, but it is a major step in the right direc 
tion. Efforts should be made to liberalize business depreciation, and the Chamber 
supports studies by government of the possible enactment of the value-added 
tax which is being adopted by the Common Market countries.

The Treasury Department has recommended the adoption of the DISC pro 
posal to be effective in fiscal year 1972 in order not to affect revenues in the com 
ing fiscal year. Even though not effective until fiscal 1972, this legislation should 
be enacted at the earliest possible date to provide businessmen with proper 
notice for planning.

Thank you for this opportunity to supplement our testimony and to state the 
views of the National Chamber on the DISC proposal.

STATEMENT OP THE AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS, 
DIVISION OF FEDERAL TAXATION

The Tax Division of the American Institute of Certified Public Accountants 
approves with reservation the Treasury Department's concept of the Domestic 
International Sales Corporation (DISC).

•Taxation and Finance Manager, Chamber of Commerce of the United States.
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In a period of deteriorating balance of payments and declining export sur 
plus, meaningful steps must be taken to improve the balance of payments position. 
The Division feels that the Treasury Department's DISC proposal is a relatively 
simple approach to the export surplus portion of the overall balance of payments 
problem. We endorse DISC with the understanding that the several other areas 
affecting our balance of .payments deficit will also be given early attention.

We are particularly pleased with the practical approach taken in the DISC 
proposal with respect to:

(1) The destination test for determining source of income;
(2) The allocation of profits to the DISC (although the previously pro 

posed allocation of full manufacturing profits was more realistic as a 
meaningful incentive); and

(3) The provisions for utilization of tax deferred funds for existing 
U.S. manufacturing facilities, as well as for new facilities. 

We have the following reservations regarding DISC:
(1) Prohibition of the use of tax deferral funds to build manufacturing 

facilities abroad is contrary to the competitive need to locate manufactur 
ing facilities closer to a particular foreign market. Possibly, incentives to 
repatriate foreign profits would be a more effective means of assisting in 
our balance of payments problems and, at the same time, recognizing the 
need to meet competition at the foreign market level.

(2) There is considerable evidence that established industry will not be
able (or willing) to conform their internal operations to the provisions of
DISC, particularly if there is no assurance that the DISC concept will be
a permanent part of our tax law. This, coupled with the other factor
referred to above, might restrict extensive utilization of the DISC concept
which is necessary if there is to toe a meaningful increase in exports.

In spite of our Division's reservations with respect to DISC, we feel that
the proposal represents a constructive step forward in helping United States
business meet its many problems of operating in international markets. We
therefore endorse the DISC concept with the understanding that it is only the
first step in an overall program of reassessing the United States tax laws in
relation to international competition and balance of payments deficits; and that
the additional steps will be considered more fully in later legislation.

AMERICAN FEDERATION OF LABOR AND 
CONGRESS OP INDUSTRIAL OKQANIZATIONB. 

Hon. WILBTJH D. MILLS, 
Chairman, Committee on Ways and. Means, 
U.S. Souse of Representatives, Washington, D.G.

DEAR MR. CHAIRMAN : When the AFL-CIO testified on May 19 before the Ways 
and Means Committee on trade legislation, our testimony did not include a posi 
tion on the Treasury Department's DISC proposal.

At that time, in response to a committee member's question, we outlined briefly 
our opposition to DISC. Since then we have defined our position in greater detail. 

For your information, I am enclosing a statement of our position In oppo 
sition to the proposal for the establishment of Domestic International Sales 
Corporations.

Sincerely,
ANDREW' J. BIEMILLEB, 

Directors Department of Legislation. 
Enclosure:

On May 19, the AFL-CIO appeared before the Committee on Ways and Means 
to testify on Pending Foreign Trade Proposals. In response to a question by 
Congressman Richard Fulton, the AFL-CIO presented its objections to the 
Treasury Department's proposed Domestic International Sales Corporation 
(DISC) in summary form.

The following are the specific objections of the AFL-CIO to DISC:
1. The DISC proposal would create a new tax loophole which in the main would 

benefit large corporations.
Under present tax law profits from export sales are subject to U.S. income 

taxes in the year earned. U.S. income taxes on profits of foreign subsidiaries are
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deferred—they do not have to be paid until such time as dividends are brought 
back to the U.S.

Through the DISC proposal the Treasury seeks to achieve equity through 
extending and widening the existing tax deferral loophole to profits from export 
sales of domestic corporations. The Treasury would, therefore, widen an existing 
loophole, entrench it further into the law and postpone or preclude any oppor 
tunity to eliminate this preference.

2. The DISC provides no added incentive to increase U.S. exports. The benefits 
of tax deferral would flow to all firns exporting goods—regardless of whether 
their export sales increase, decline or remain stable.

3. The DISC proposal would be a windfall tax bonanza to many corporations.
A major beneficiary of the tax provision would be large U.S. based multi 

national corporations. Those corporations export semi-finished goods and com 
ponents to foreign plants which in turn complete with U.S. goods.

Similarly a major purpose of the DISC proposal, according to the Treasury, 
is to permit smaller firms to enter the export market or expand export sales. 
In our view, the rise of huge multi-corporations is a major factor in precluding 
smaller firms from developing markets abroad. These huge corporations produce 
for export as well as operate through foreign subsidiaries. Hence, the opportunity 
to establish DISC'S would enhance the financial position of these huge, inter 
nationally-based operations. Their ability to control international markets would 
be reinforced and smaller firms could not improve their competitive position.

4. The DISC proposal would open opportunities for tax avoidance through 
book-keeping gimmicky between the DISC and its parent corporation. The 
Treasury's proposal would permit tax-free reorganizations into DISC'S, pro 
vide additional opportunity for corporatitons to accumulate tax-free funds, and 
permit the DISC to lend these tax-free accumulations to the parent corporation.

5. The DISC proposal would cost the U.S. Treasury approximately one-half 
billion dollars in its first year of operation. Losses that will have to be made 
up by individual taxpayers and businessmen that do not produce for inter 
national markets.

6. The DISC proposal would do nothing to eliminate the basic factors which 
have led to the deterioration of the U.S. trade position. These factors include 
the spread of managed national economies, with direct and indirect government 
barriers to imports and aid to exports; the internationalization of technology; 
the skyrocketing rise of investments by U.S. companies in foreign subsidiaries; 
and the spread of U.S.-based multinational corporations.

In sum, it is our judgment that if the Treasury DISC proposal were enacted, 
a gaping new corporate tax loophole would be created and there would be little 
if any improvement in our trade position. Moreover, there is a distinct possibility 
that this proposal would serve to encourage a further export of U.S. capital, 
technology, and jobs and forestall the adoption of the many measures necessary 
to rationalize our foreign economic policies.

AMERICAN PAPEB INSTITUTE,
New York, N.Y., June 2,1910. 

Hon. WrLBUR D. MILLS,
Chairman, Committee on Ways and Means, LongwortJi Souse Office Builaing, 

"Washington, D.O.
MY DEAK CHAIRMAN MILLS : I am writing you today in connection with the 

U.S. Treasury Department's proposal for a Domestic International Sales Cor 
poration—DISC—now before your Committee. We urge y°u to consider this 
T)ISC proposal favorably.

The American Paper Institute represents all segments of the pulp, paper, 
and paperboard industry. During the past ten years our industry's exports have 
been growing at the rate of more than 10 percent a year and in 1969 amounted 
to about $935 million. In the case of linerboard, the paper industry's largest 
single export product, foreign sales represent about 15 percent of its total 
production. In 1969, linerboard exports were 1,693,498 tons valued at $197,8^000.

Our exporting companies are selling abroad against steadily growing cohjpeti- 
tion from other countries. Some of these countries provide their exporter^ with 
much greater tax advantages than are available to U.S. producers. Further 
more, production capacity of our competitors—especially in Scandinavian coun 
tries—has been steadily on the increase.
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To maintain healthy growth of our industry's exports, various steps on the 
part of our Government, including tax incentives for exports, are urgently needed. 
We believe that, at the present time, the concept of tax incentive as a stimulus 
to export growth is a correct measure. We therefore believe that the DISC pro 
posal is a step in the right direction.

While fully supporting this proposal and urging your Committee to support 
it, the American Paper Institute would like to have the privilege of commenting 
on individual provisions of the DISC proposal when it reaches the stage of a 
specific bill.

Sincerely,
JOHN F. DARROW,

Vice President.

NATIONAL ASSOCIATION OF EXPORT MANAGEMENT Cos., INC.,
New York, N.7., June 16,1S70. 

Hon. WILBUK D. MILLS, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington, D.G.

DEAR MR. MILLS : National Association of Export-Management Companies was 
established upon the recommendation of the United States Department of Com 
merce at the time of setting up of the National Export Expansion Council. Our 
organization consists of a membership of 60 companies, exclusively devoted to 
export on behalf of approximately 800 American manufacturers located in 44 
states throughout the Union.

Our member companies account for approximately $400 million of exports per 
year. Most of our products are those of small or medium size manufacturers. 
Sales distribution is on a worldwide basis. Our member companies ranging in 
size from 3 employees to over 150 employees devote their activities to the export 
of American manufactured products.

Our industry is a highly competitive one. We must compete in the world market 
on behalf of the American manufacturers we represent against competitors from 
the other industrial countries of the world. We must also compete, in many cases, 
against local manufacturers within the countries in which we are trying to sell.

We, as well as the manufacturers whose products we are marketing overseas, 
are at a disadvantage in our efforts to compete not only against our foreign com 
petitors but also against some of the subsidiaries of U.S.A. multi-national com 
panies who, apart from being protected by import duties and at times other non- 
tariff barriers, also have tax advantages which makes it still more difficult to 
effectively market the U.S.A. product.

We urge your Committee to take favorable action on the Domestic Interna 
tional Sales Corporation proposal as submitted by the Department of the Treas 
ury. This proposal will materially improve the ability of the American manufac 
turer and exporter to compete more effectively in overseas markets. It will give 
the American exporter and manufacturer use of additional working capital for 
vitally needed financing and will enable exporters to have more funds available 
for promotional activity such as advertising, travel, participation in trade shows, 
etc.

To avoid future complications for the taxpayer and to verify that the recipient 
of the tax deferral continues to meet the required DISC qualifications, we sug 
gest that the program include a provision for the Treasury Department to issue 
an annual tax clearance to each DISC, failure to obtain such clearance to result 
in suspension of DISC privileges.

It is a well established fact that the United States exporter is faced with the 
problem of competing with suppliers of countries that subsidize their exports 
in one form or another. One such difficulty is the inability of the United States ex 
porters to obtain adequate short term (up to one year) financing facilities at 
interest rates comparable to those available to European and Japanese competi 
tors.

We urge, therefore, that the Export-Import Bank be excluded from the budget 
ary limitations so as to permit that worthy institution to furnish not only 
financing of "big ticket" products such as aircraft at 6% interest, but also to pro 
vide vitally needed financing of short term credit at 6% interest rate. Funds made 
available for short term financing because of the "high velocity" of volume will

46_127—nO—Pt. 9———16
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produce a greater increase in exports per dollar invested in the fund, and will 
particularly benefit small and medium size manufacturers and shippers, than is 
accomplished by the current medium and long term financing program. 

Respectfully submitted.
ARTHUR A. SINGER, President.

AMERICAN COTTON SHIPPERS ASSOCIATION,
Memphis, Tenn., June 8,1970. 

Hon. WILBTJR D. MILLS,
Chairman, Committee on Ways and Means, U.S. Souse of Representatives, Long- 

worth Souse Office Building, Washington, D.C.
DBAS CHAIBMAN MILLS : On behalf of the American Cotton Shippers Associa 

tion I wish ito express our strong support for legislation which 'would authorize 
the formation of Domestic International Sales 'Corporations.

The American Cotton Stoppers Association was founded in 1924, and is basically 
comprised of merchants, shippers, and exporters of raw cotton, who are members 
of six federated associations, located In 14 states throughout the Cotton Belt: 

Arkansas-Missouri Cotton Trade Association 
Atlantic Cotton Association 
Oklahoma State'Cotton Exchange 
Southern Cotton Association 
Texas Cotton Association 
Western Cotton Shippers Association

The 678 member firms of the ACSA handle over 70 percent of the domestic 
cotton crop and about 80 percent of the export market. The DISC proposal would 
provide for the deferral of U.S. 'taxes for our member firms who are domestic 
corporations engaged in export sales.

U.S. cotton exports 'have been reduced dramatically from a level of 7.1 million 
bales in the 1959/60 season to an estimated record low of 2.5 million bales in fche 
1969/70 season. This represents a reduction from 41.5% of the total world market 
in 1959/60 to an estimated 15% in the current 1969/70 marketing year. (See 
attachment)

The DISC program provides some hope for coping with the various tex 'schemes 
devised by the cotton producing nations of the free world which 'have enabled 
them to replace U.'S. cotton in world markets.

To survive in the competition of the world market place the United States must 
make available a more favorable climate to facilitate the restoration of 'the U.S. 
to its former share of the world cotton market. It is our sincere hope that your 
committee will take favorable action on this very worthwhile proposal.

We respectfully request that this letter be included in the record of the Ways 
wnd Means Com miitiee Hearings oa Foreign Trade. 

Sincerely,
NEAL P. GILLEN, 

Vice President and General Counsel.
U.S. SHARE OF WORLD MARKET 

[1,000 bales]

Season '

1959 to 1950— ............. ..........
1960 to 1961.. ....... .................
1961 to 1962...........................
1962 to 1963.... ......................
1963 to 1964...... ....................
1964101965..........................
1965 to 1966..........................
1966 to 1967.. ........................
1967 to 1968..........................
1968 to 1969...........................
1969 to 1970!..........................

World exports

..................... 17,314

..................... 16,828
-....... — .——.-. 15,452
....-..........---- 15,855
............... ...... 17,944
......... .——..... 16,829

............... 16,862
........ 17,889

17,207
16,808

..................... 17,200

U.S. export!

7,182
6,632
4,913
3,351
5,662
4,060
2,942
4,669
4,206
2,731
2,500

U.S. share 
(percent)

41.5
39.0
32.0
21.0
32.0
24.0
17.0
26.0
24.0
16.0
15.0

iSource 1959 to 1960-1968 to 1969 Figures: 1CAC January 1970Statistical Bulletin. 
! 1969 to 1970 figures, USDA estimate.
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STATEMENT or BLLIOTT B. MOESS, TAXATION WITH REPRESENTATION, 

ARLINGTON, VA.

SUMMARY
The Administration's Domestic International Sales Corporation (DISC) pro 

posal should be rejected. Both the major arguments advanced in support of that 
proposal are open to serious question.

Convincing evidence has not yet been produced to show that the DISC pro 
posal will constitute an efficient stimulant to U.S. exports. Healthy skepticism 
is also needed when evaluating Treasury claims that DISC is necessary to elimi 
nate inequities in the U.S. tax treatment of export earnings.

The economics profession and the public are justified in asking for a more 
rigorous justification of the DISC proposal. Certainly no program in the field of 
social welfare would be proposed by a Federal agency on the basis of analysis 
as superficial as that produced to date in support of the DISC proposal. Analysis 
of possible DISC-induced tax windfalls is especially needed.

Non-tax solutions to U.S. balance of payments problems are likely to be more 
effective than costly tax aids such as DISC. One necessity is a more enlightened 
and aggressive negotiating stance in dealings with countries running trade sur 
pluses such as Canada, Germany, and Japan. In addition, the Federal govern 
ment needs to improve its tools for formulating balance of payments policy. 
We can no longer afford a trade policy that is little more than a piecemeal reac 
tion to the demands of special interest groups.

Mr. Chairman and Members of the Committee, on behalf of Taxation with 
Representation, I wish to thank the Committee for this opportunity to present 
our views on the Administration's pending proposals regarding Domestic Inter 
national Sales Corporations (DISC's). Ours is an organization composed of law 
yers and economists who want to make sure that the public interest is adequately 
represented in a thoughtful and responsible fashion when tax matters are under 
discussion in Congress and in the Executive Branch. In this way, we hope to 
assist in the creation of more just and efficient systems of Federal taxation. Since 
I am an economist, my discussion of the DISC proposal will center primarily on 
its economic aspects.

INTRODUCTION

The DISC proposal would permit U.S. firms to postpone tax payments on 
export earnings provided that the earnings are invested in export related assets 
and other tests are met. The purpose of this tax deferral, which the Treasury De 
partment estimates will cost up to $600 million in its first year of operation, is to 
reduce U.S. capital outflows, stimulate U.S. exports, and thereby improve the U.S. 
balance of payments position. The Treasury estimates that the DISC proposal 
will increase exports by $1 billion "over time".

Everyone agrees that something needs to be done to stem the deterioration 
in the U.S. balance of payments position. However, there are too many un 
answered questions about DISC, many of which can and should be researched, 
to warrant enactment of the DISC proposal at this time. Furthermore, there are 
a number of less expensive alternatives that should be carefully considered before 
adopting tax aids such as DISC.
The Arguments Advanced Try DISC'S Proponents

Two main arguments are put forth in favor of the DISC proposal. One (the 
"equity argument") states that DISC would eliminate an inequity in the tax 
treatment of U.S. exporters as between those that have production facilities 
abroad and those that do not. The second (the "balance of payments argument") 
is that DISC's enactment would improve our balance of payments situation by in 
creasing U.S. exports and reducing capital outflows. From an economic stand 
point, both arguments are open to serious question.

THE BALANCE OF PAYMENTS ARGUMENT

Under existing law, U.S. firms with foreign-domiciled subsidaries can defer 
U.S. taxes on foreign operations until the earnings are distributed to the U.S. 
parent. Such deferral is not available in the absence of a foreign-domiciled sub 
sidiary; domestic U.S. firms selling or operating overseas through branches or 
agencies must pay taxes currently.

This difference in tax treatment can have a substantial effect on a firm's after 
tax profitability. This is demonstrated in Appendix A, in which I have compared 
the relative profitability of foreign operations for a firm that uses a foreign
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subsidiary with the profitability of a firm that operates through a foreign branch 
(and is therefore subject to current U.S. income taxation). This difference in rela 
tive profitability is the basis for the Treasury's "equity argument" in support 
of its DISC proposal. That argument is discussed later in this statement.

The Appendix A example also indicates that the DISC proposal, if enacted, 
would result in a striking reversal of the relative profitabilities of U.S. owned 
foreign producing subsidiaries and U.S. exporters that lack foreign subsidiaries. 
As this example makes clear, enactment of DISC would induce firms to place 
less reliance on foreign subsidaries for overseas business.

But from a balance of payments point of view it is not enough, simply to shift 
production from foreign to domestic subsidiaries. The crucial question is whether 
such a shift will actually improve the U.S. balance of payments situation. It is 
not at all clear that such a shift will have an impact on capital outflows from U. S. 
firms to their foreign subsidiaries. It is even less clear that a shift of this sort 
will increase exports substantially.
The Effect of DISC on Capital Outflows

The effect of DISC on capital outflows would depend largely on whether DISC 
induces U.S. firms to make less use of foreign producing subsidiaries. It should 
be recognized that many factors enter into the decision to establish a foreign sub 
sidiary. The cost of foreign labor, the ability to avoid foreign import duties, and 
transportation costs are a few of the factors that must be taken into account 
in addition to taxes. These non-tax factors are frequently much more important 
than taxes in determining whether to conduct overseas operations through a for 
eign subsidiary.

The importance of these non-tax factors is indicated in a recent letter regard 
ing the DISC proposal that was published in the Congressional Record. In that 
letter, Lyndle Hess, President of Libby, McNeill & Libby, told Senator Charles 
H. Percy, E-I11., that:

... we doubt that postponement of payment of income taxes has in most 
instances been the controlling factor in decisions to establish a foreign manu 
facturing (or procuring) subsidiary rather than export U.S. manufactured 
goods. In fact, I do not remember a single instance in the last thirty years or 
so ... when tax postponement was the controlling or even a very substan 
tial factor. ... In most instances the decision to manufacture abroad or 
procure from foreign sources is simply a matter of comparison of the laid- 
down costs including transportation and duties in the foreign market in 
question.1

J. A. Miguel, Jr., a representative of the Zenith Sales Company, in another let 
ter to Senator Percy, also published in the Congressional Record, has indicated 
that, due to quotas and other forms of import restrictions, the DISC plan will be 
ineffective in getting companies to switch from the use of foreign subsidiaries: 

. . . there are only a few countries left which would allow the imports 
of completely manufactured electronic products. Tax deferral will not con 
vince many countries in the world today to reopen their doors to U.S. im 
ports of U.S. home electronic products and components.2

Testimony of this sort certainly can not be taken as a conclusive indictment 
of the DISC plan. (Indeed, the majority of letters received by Senator Percy 
supported the DISC proposal.) But this testimony does suggest that further 
study is needed to ascertain whether tax considerations are actually a very im 
portant factor when firms are deciding whether to conduct overseas business 
through foreign subsidiaries.

It appears that very little economic research has been done (at least the 
Treasury has presented very little) on the relative importance of tax factors 
and non-tax factors when deciding on the form in which to conduct business 
abroad. If the non-tax factors are the most important, as they frequently are, 
then manipulation of the tax system will have little or no effect on capital out 
flows from U.S. firms to their foreign subsidiaries. Until the Treasury D^part- 
ment, or some other organization, produces convincing evidence that tax factors 
are crucial to business firms when deciding how they will conduct overseas Opera 
tions, it would probably be best to stick with, the conventional economic wtg(iOm 
on the subject—which is that tax relief such as DISC will not have a significant 
impact on business decisions, and consequently on capital outflows from U.S. 
firms to their foreign subsidiaries.

1 Congressional Record, June 1, 1970, pp. S8105-6.
2 Congressional Record, June 1, 1970, pp. S8104-5.



2609

The Effect of DISC on U.S. Exports
There is little evidence to support the claim that adoption of the DISC pro 

posal will result in substantially higher U.S. exports. There are two reasons for 
this. First, it should be remembered that a business firm is normally out to 
maximize profits. To do this, sales should be increased up to the point where the 
extra proceeds from an additional sale no longer exceed the extra cost of that 
additional sale. It is at this point that profits will be maximized.

Enactment of the DISC proposal will certainly increase the profits resulting 
from export operations. But DISC will have no "immediate impact on marginal 
costs or marginal revenues. For this reason, DISC is not likely to be nearly 
as efficient a stimulant to higher exports as would an arrangement which directly 
affects a firm's marginal costs and revenues.

There is a second closely related reason (or skepticism about the export- 
stimulating effects of the DISC proposal. In a number of export industries, there 
is evidence to suggest that U.S. goods are much higher priced than comparable 
goods produced by foreign competitors. The U.S. goods can be sold only because 
the demand exceeds the amount that foreign sources are able to supply. Where 
this situation exists, it would be foolish for U.S. businessmen to reduce their 
export prices, because a reduction in price would reduce marginal revenues, 
thereby resulting in lower profits. Businessmen in these instances would seek 
to maximize profits by maintaining export prices at their present level and 
pocketing the tax reduction attributable to DISC.

Before acting on DISC, Congress should find out just how extensive windfalls 
of this sort are likely to be. If it turns out that windfalls of this sort would be 
common, then certainly the tax costs of the DISC proposal can not be justified. 
The problem is that there has been very little respectable economic research on 
this point. I understand that the Treasury Department did at least some work 
on the price-competitiveness of U.S. exports some years ago. The information 
generated by that study should be updated and made available prior to further 
Congressional action on the DISC proposal. Otherwise, we run the risk of en 
acting a major change in the tax laws that will sharply reduce tax revenues and 
cause unfair windfalls without producing much of an increase in U.S. exports.
Accurate Data Are Lacking

My comments above suggest that accurate estimates of export gains and 
revenue losses due to the DISC proposal would involve rather complex compu 
tations. This Committee, and the public at large, certainly should be interested 
in the accuracy with which those estimates have been made by Treasury. In 
his May 12, 1970 statement regarding DISC, Treasury Secretary Kennedy has 
stated that enactment of the DISC proposal will increase exports "over time" by a 
"billion dollars of more" at a cost of up to $600 million in lost tax revenues. 
These are the only figures available from Treasury regarding the DISC pro 
posal. No information is available regarding the economic assumptions and 
methodology that underlie these estimates, nor has the Treasury indicated the 
data sources that it used when making these estimates.

While this statement was being prepared, Taxation With Representation con 
tacted the Treasury Department on several occasions to request information 
along the lines just outlined. To date, the Treasury has refused to make avail 
able any information on the methods used in arriving at its export and tax 
estimates and the published data on which it relied when making those estimates. 
The result is that one must accept the Treasury revenue and export estimates 
on faith.

If we were dealing with economic issues that were relatively straightforward, 
as to which data are readily available, one might be inclined to take the Treas 
ury's tax loss and export gain estimates on faith alone. But, for the reasons out 
lined above, we are dealing with very complex economic issues in connection with 
the DISC proposal. The economics profession, the general public, and the Con 
gress should not be asked to evaluate this proposal without an opportunity to 
assess the underlying assumptions and data that were used when the Administra 
tion decided to advocate DISC.
The Cost of Achieving Export Gains Through DISC

The need for a thorough examination of the underlying basis for the DISC 
proposal is especially great in view of the Treasury estimate that DISC will 
cause a tax loss of up to $600 million in the first year of operation. It should be 
noted that the tax cost of this program will probably be greater than the fol 
lowing major Federal government subsidy programs: 3

s The source of these figures is the U.S. Statistical Abstract, 1969 pn 383-4 All figures 
are 1970 estimates except the Post Office figure which is the actual figure for 1968.
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1. Model cities—$578 million
2. Ship construction and operation—$321 million
3. Low rent public housing—$451 million
4. Post office—$310 million.

In light of this, it seems quite reasonable for Congress to ask for a more rigor 
ous justification for the DISC proposal than it has received to date. Certainly 
no program in the field of social welfare would be proposed by a Federal agency, 
let alone enacted by Congress, on the basis of data and economic analysis as 
superficial as that produced to date in support of the DISC proposal.

THE EQUITY ARGUMENT

It is alleged that the tax deferral advantages enjoyed by foreign subsidiaries 
constitute an unfair discrimination against U.S. exporters that do not have for 
eign subsidiaries. It is said that this is particularly unfair to smaller companies 
that are less able to afford foreign subsidiaries than are larger firms. In my opin 
ion, the equity argument does not justify adoption of the DISC proposal.
Taxes as Payments for Services

In the first place, a reasonable argument can be made in support of current 
law and practice. Specifically, one can view the current company taxes paid 
on current income (to the U.S. government by the U.S. company without a 
foreign subsidiary; to a foreign government by U.S. owned foreign subsidiaries) 
as compensation for current services provided by the government. After all, 
a foreign subsidiary enjoys the benefits of police protection, highway mainte 
nance, education of employees, etc., provided by the foreign government, whereas 
U.S. exporters generally receive few. benefits of this sort from foreign govern 
ments.

Where foreign taxes on current income are lower, it is quite possible that 
less cost-reducing services are provided to business by the foreign government 
in question. Taxes paid at a later date when profits are distributed may be 
viewed, not as charges for government services, but as taxes on individual 
stockholders in line with the foreign country's income redistribution objectives. 
The current U.S. practice of taxing all foreign dividend distributions regardless 
of source is consistent with this idea. On this basis, one can support current 
law and practice in taxing foreign subsidiaries of U.S. firms.
Abolishing Existing Tax Deferral Privileges

The argument made above to justify existing tax arrangements is not fully 
satisfactory. In my opinion, the starting point of a more acceptable argument 
is the Treasury assumption that current U.S. tax laws discriminate against 
U.S. exporters and in favor of foreign producing subsidiaries. Treasury argues 
from this premise to the conclusion that any discrimination that may exist 
should be ended by broadening existing tax deferral privileges.

Unlike the Treasury, however, I believe that the proper way to end any 
tax discrimination that may exist under current law is to terminate the tax 
deferral privileges now enjoyed by U.S. owned foreign producing subsidiaries. 
This will insure that both U.S. exporters and foreign producing subsidiaries 
are taxed alike.

Opponents of this suggestion argue that U.S. business is currently placed 
at a competitive disadvantage in foreign trade due to the tax rebates and 
allowances permitted by foreign governments to their nationals engaged in 
the export business. Specifically, the argument is that U.S. business is placed 
at a competitive disadvantage in comparison with foreign companies because 
the U.S. tax structure, which relies rather heavily on direct taxes, does not 
allow as much tax relief for exports as is the case in foreign countries where 
there is considerably more reliance on indirect taxes from which exports can 
be exempted under the rules of GATT. This rather general belief about tax- 
induced competitive disadvantages appears to be incorrect.

The table on the following page indicates that the direct tax burden in the 
United States is about average in relation to our industrial competitors. It is 
true that there are not many U.S. indirect taxes from which exports can be 
exempted. But—and this is the significant point—the direct tax burden is 
not particularly heavy because our overall tax burden is lower than that of all 
countries in the group with the exception of Japan. This means that such tax 
concessions as foreign exporters enjoy may (except in the case of Japan) 
simply have the effect of establishing rough equality between the tax burdens 
that they bear and the tax burden on U.S. exporters.
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TABLE 1.—RATIOS OF CERTAIN TAXES TO GROSS NATIONAL PRODUCT FOR SELECTED OECD COUNTRIES, 1967

(1) (2) (3)
(1) and (2) equals 

Indirect taxes' All other taxes total taxes 
as a percent of as a percent of as a percent of 

GNP GNP GNP

Canada ____ ..
Japan ........
Germany _____ ...

Italy.............. . ...

United States....... ..........

............. 10.9

..—.—.— 5.6

.. .. ...... 11.1

............. 10.7

............. 14.0

..........— 16.6

............. 5.6

... _ ....... 9.3

15.8 
13.5 
22.4 
19.9 
16.8 
21.9 
18.3 
25.1

26.7 
19.1 
33.5 
30.6 
30.8 
38.5 
23.9 
34. *

> Includes general sales and turnover taxes, excise and customs duties, and licenses and fees.
Source: OECD, Border Tax Adjustments and Tax Structures in OECD Member Countries, Paris, 1968. For further 

details, see app. C to this statement.

Those who would do equity by broadening tax deferral privileges also argue 
against my preferred alternative—taxing foreign income currrently—on the 
ground that current taxation of foreign income would worsen our balance of 
payments position. This argument by the proponents of broadened tax deferral 
is open to serious question.

In the first place, it is not at all clear when and to what extent invest 
ments in a foreign subsidiary are likely to produce an improvement in the 
U.S. balance of payments. See, for example, the discussion of this point at 
pages 81-9 of A Review of Balance of Payments Policies, issued in 1969 by the 
Subcommittee on International Exchange and Payments of the Joint Economic 
Committee. Second, and perhaps more important, although the fact has re- 
gretably not yet been documented, it appears that doing away with tax deferral 
privileges would result in substantial profit distributions by foreign subsidiaries. 
And this, of course, would have a beneficial impact on our international capital 
account and thus on our balance of payments as a whole.

Treasury argues that doing away with tax deferral privileges for foreign 
subsidiaries would force those subsidiaries to pay foreign taxes sooner and 
that, due to the relative levels of U.S. and foreign taxes and the existence of 
the U.S. foreign tax credit device, there would be very small benefits in the 
form of additional revenues for the U.S. government if tax deferral were 
ended. Even if we accept this agreement as true, it is not particularly compelling, 
because no one, to my knowledge, advocates abolition of tax deferral privileges 
primarily on revenue grounds. The choice really is between doing equity in 
a way that results in small revenue gains for the Treasury and doing equity 
by adopting the DISC proposal at a revenue cost of up to $600 million in 
the first year of operation. Stated this way, the choice seems obvious.
Healthy Skepticism Needed

The upshot of these remarks is that both the public and Congress should 
view with considerable skepticism the argument that U.S. exporters who lack 
foreign subsidiaries are discriminated against by existing U.S. tax rules. They 
also should be skeptical about the argument that U.S. companies are at a com 
petitive disadvantage vis-a-vis their foreign counterparts due to U.S. reliance 
on direct taxes. The detailed work needed to buttress these arguments simply 
has not been done.

Until this work is satisfactorily completed, it would be most unwise to adopt 
the DISC proposal. If nothing more, additional work in this area is likely to 
give Treasury and the Congress a clearer idea of the nature of the problems fac 
ing our exporters, including any tax problems that they may face.

ATTAINING BALANCE OF PAYMENTS AND FREE TRADE OBJECTIVES BY ADOPTING A MORE 
ENLIGHTENED AND AGGRESSIVE NEGOTIATING STANCE

The negative tone of these comments stems from two sources. First, the 
Treasury has not made a respectable effort to justify a proposal that will cost 
the American taxpayer up to $600 million in the first year of operation. Second,
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(and this is what will be discussed now) I do not believe that the philosophy 
underlying the Treasury's DISC proposal is sound under current conditions.

The Treasury's philosophy seems to be that marginal changes in our tax 
laws should be used to improve our balance of payments position. In the paper 
referred to earlier ,5 I have given careful consideration to this question. My 
conclusion is that, for a number of reasons, this approach has serious shortcom 
ings and should not be used.

In the first place, the outcome of changes in tax laws is very uncertain. The 
success of such changes depends importantly on whether or not foreign countries 
retaliate, on whether businessmen translate tax benefits into lower priced 
exports, and on the effect these tax changes will have on the foreign demand for 
our products.6 And, regretably, the state of our knowledge regarding interna 
tional public finance does not yet permit reasonable certainty about these 
matters.

In addition, I generally oppose granting what amount to government sub 
sidies — in this case, export subsidies — through tax law changes. When the tax 
law is used to grant a subsidy, it is difficult to trace the subsidy so as to deter 
mine who benefits and by how much. Moreover, use of the tax system in this 
way removes the subsidies from the annual budget review process. This means 
that neither the executive branch nor Congress have an opportunity to evaluate 
whether we are getting value for money in connection with the subsidy program. 
Accordingly, what Chairman Mills has aptly called "back door spending" tends 
to continue long after the need for a particular program has disappeared.

TABLE 2.— U.S. MERCHANDISE TRADE FLOWS WITH SELECTED COUNTRIES FOR SELECTED YEARS

{In millions of dollars]

1955 1960 1965 1968

Total:
Exports....................................... 15,547 20,575 27,478 34,413

Imports..... —. ——— . —— ..........-.„. 11,384 14,654 21,366 33,114
Surplus—— ——— .. — —— _._-..__._.._._. ____ 4,163 _____ 5,921 _____ 6,112 _____ 1,299

Developed countries:
Exports..... .. — — ——— .................... 9,764 13,250 18,315 23, 384

Imports..... __ —— _ —— _._.._____________.. 5,748 8,605 14,067 24,040
Surplus.................................. 4,016 4,645 4,248 -656

Developing countries:
Exports......-........ —— .. .................. 5,777 7,131 9,023 _____ 10, 813

Imports........ —— ........................ 5,570 5,965 7,145 8,863
Surplus...... .. — ———— _......._._._.___ ______ 207 _____ 1, 166 _____ 1,878 _____ 1.950

Japan:
Exports........--...-..............—— ...... 683 1,447 2, 080 2, 950

Imports.............. ............. 432 1,149 2,414 4,057
Surplus——— .-.... —— ........ .......... _____ 251 ______ 298 _____ -334 -1, 107

Germany:
Exports.............. .......................... 607 1,272 1,650 _____ 1,712

Imports................. . ....... 366 897 1,341 2,720
.-.-... —— ..---.-......... 241 375 309 -1,008

Canada:
Exports......... _ ............................ 3,404 3,810 5,643 8,058

Imports.. . ... .. .. ......... 2, 653 2,910 4,832 8, 925
Surplus....... —— .......... ............... 751 900 811 -867

Source: U.S. Statistical Abstract 1969, pp. 808, 809.

0 Elliott R. Morss, "Border Tax Adjustments and the U.S. Balance of Payments", set 
forth as Appendix C to this statement.

6 Unfortunately, the situation is further complicated by the fact that bargaining at 
monetary conferences for small concessions has developed into a diplomatic game of chess 
in which the important objective of avoiding an international financial crisis often seems 
to take a back seat to demonstrations of bargaining skills by country representatives.
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I favor a more direct approach to our balance of payments problems. It is 
an approach that goes to the heart of the problem, unlike the DISC proposal 
whose effects are uncertain because it approaches the problem in a very indirect 
fashion. As the table on the following page indicates, our trade balances with 
three of our major trading partners—Japan, Germany, and Canada—have 
sharply deteriorated in recent years, and there has been a concomitant improve 
ment in their international reserve positions. Despite the tremendous amount of 
U.S. assistance that these countries have received since the end of the Second 
World War, they have been very reluctant to make unilateral concessions to 
help us with our current trade problems.7 It is time that we took a more aggressive 
stance in our negotiations with them.

I do not want to imply that negotiating unilateral trade concessions is an 
easy task. Foreign trade policy is an extremely sensitive political issue in every 
country.8 However, with careful study, I am confident that areas can be 
uncovered where agreement can be reached on steps to ease the U.S. payments 
problem. Canada's recent willingness to float its exchange rate is a case in point. 
I am confident that there are other yet-uncovered situations where foreign 
governments could be pressed to remove quantitative restrictions on importation 
of U.S. products and to reduce export subsidies,8

In summary, it is my view that, before conceding $600 million in tax revenues 
in a possibly ineffective attempt to stimulate exports through DISC, we should 
spend $6 million—or whatever additional sum is necessary—to supply our nego 
tiators with the research and staff support that is needed to develop an en 
lightened trade negotiation posture. I also recommend that we encourage our 
negotiators to adopt a more aggressive stance when dealing with our trading 
partners—especially when dealing with those that are running persistent trade 
surpluses.

WHAT WE NEED TO DO TO DEVELOP CONSTRUCTIVE BALANCE OP PAYMENTS
POLICIES

The Need for Systematic Analysis
An important general point emerges from this discussion: there seems to be 

no single agency in our government where systematic analysis of our balance of 
payments problems and our policy alternatives is going on. Treasury does some 
•work in this area, as does the Department of Commerce. The GATT negotiations 
were carried on under the auspices of the Department of State. The Department 
of Agriculture, the Defense Department, the Federal Reserve Board, and the 
Export-Import Bank are other agencies whose policies have an impact on our 
balance of payments. The result of having so many players has been a series 
of relatively unenlightened, unsupported, and uncoordinated policy suggestions.

Yet our foreign trade situation is of considerable importance to ourselves 
and to the other trading nations of the world. Our balance of payments prob 
lems could lead to an international monetary crisis if present policies are con 
tinued. We need to change the way in which we develop balance of payments 
proposals if we are to deal adequately with this threat. Specifically, we need to 
stop thinking in terms of piecemeal proposals, such as DISC, and .start thinking 
in a systematic fashion about foreign trade strategies that are based on more 
than guesswork.
Unenlightened Trade Policy

As a case in point, consider the Treasury suggestion a few years asro that 
U.S. exporters should receive a rebate for state and local taxes. The Europeans 
at that time were aware of the concern in the U.S. over the export tax rebate 
question and were ready to make some concessions, provided that the re 
quested concessions were reasonably intelligent and well justified. There was 
considerable shock when the Treasury's export rebate scheme was presented. 
Not only was the proposal poorly documented, but it would have opened up an 
entirely new area for tax rebates—state and local taxes—and this would have

7 Indeed, the recent automotive agreement with Canada and the military agreement 
with Germany have gone in just the opposite direction.

8 This comes through very clearly in Ernest H. Preeir's interesting account of the 
Kennedv Round of trade negotiations in Traders and Diplomats, The Brookings Institu 
tion 1970.

9 Lest my call for n more aggressive negotiating stance create any misunderstanding, 
let me sav that, t favor increased efforts to reduce foreign trnde harriers geierally nntont; 
nations. Indeed. I believe that the adoption of a more, aggressive and enlightened U.S. 
negotiating position would accelerate our movement toward that goal.
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invited similar steps by other federated countries such as Germany and Switzer 
land. Understandably, the Europeans balked at the U.S. proposal.

As another example of unenlightened policy, consider the current debate over 
oil import quotas. From a national security standpoint, it seems fairly obvious 
that we should conserve our own resources as long as possible and that quotas 
should therefore be relaxed. It is also clear that higher quotas would benefit 
the U.S. consumer in the form of lower prices. What, then, is the oil industry 
saying?

The gist of the industry argument is that changing the rules of the game is 
going to hurt 'because it has made plans on the assumption that the old rules 
will be continued. This is a perfectly legitimate argument. But it does not sug 
gest that we should retain the oil quota system in its present form. Bather, 
this argument suggests that instead of asking whether to relax quotas or not, 
we should be asking what would constitute fair compensation for oil producers 
for any losses they may suffer when quotas are relaxed.
Better Policy Formulation Tools Are Needed,

We must develop better governmental tools to deal with trade questions such 
as those just described. Neither the Administration nor Congress should be sun- 
ply a passive responder to industry requests for tariff changes, quota benefits, 
tax concessions, and the like. There should be a group in government to apply 
cost-benefit analysis on a regular basis to trade policy questions. Perhaps the 
President's special trade negotiator could develop a staff to do this work; per 
haps this Committee could do the same thing. One thing is certain, however:— 
Until we are willing to spend additional time, money, and effort in studying 
trade proposals, this country is fated to have a trade policy that constitutes little 
more than a piecemeal 'reaction to the demands of special interest groups. This 
is not the right way to solve a serious balance of payments problem.

Since the number of areas in which we can obtain concessions is limited, 
it is tremendously important to devote substantial resources to development 
of a coordinated plan of action to deal with trade policy. The Administration's 
handling and justification of the DISC proposal suggests that a well-conceived 
approach to our balance of payments problem has not yet been developed. 
It is time for Congress to insist that this be done.

APPENDIX A
COMPARISON OP PROFIT ABILITY OP FOREIGN OPERATIONS UNDER VARIOUS TAX

ALTERNATIVES

Under existing law, U.S. firms with foreign-domiciled subsidiaries can defer 
U.S. taxes on foreign operations until the earnings are distributed. Such 
deferral is not available In the absence of a foreign domiciled subsidiary. The 
substantial effect of this difference in tax treatment is demonstrated by the 
following specific example.

Firm A is a U.S. firm with export sales yielding $100x in profits annually 
which are under U.S. tax jurisdiction only. Firm B has a foreign subsidiary 
with profits of $100x annually that are fully taxable abroad. Suppose the U.S. 
corporate income tax is 50%, and withholding taxes on profit remittances to 
the U.S. are 20%.

Suppose further that both firms can make 20% on retained earnings. And, 
fianlly, suppose that the foreign subsidiary of Firm B decides to distribute all 
retained earnings at the end of the third year. One would then have the following 
situation:

TABLE l.-A COMPARISON OF PROFITABILITY OF FOREIGN OPERATIONS UNDER CURRENT TAX LAWS

Firm A (no foreign subsidiary) Firm B (foreign subsidiary) 

Year Gross profits Taxes Net profits Gross profits Taxes N e t profits

1?
3

Total......—.—...

Total after 
distribution to 
U.S. oarent. ___ .

100
110
111

50
55
55.5

160.5

160.5

50
55
55.5

160.5 .....

160.5 .....

100
114
116

30
34.2
34.8

99.0

145.2

70
70 o
el y

231.0

184.8
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This admittedly oversimplified example points up a number of important 
things. The magnitude of the increased profitability depends importantly on the 
level and timing of foreign tax payments. The increased profitability of the 
subsidiary arrangement in the example is due entirely to the fact that part of the 
foreign business tax liability is not payable until profits are repatriated. Also, 
the relative advantage of operating through a foreign subsidiary is clearly greater 
when foreign tax rates are lower than U.S. rates.

Generalizations on the level and timing of foreign taxes are dangerous and 
not particularly useful. See my discussion of this point in the text of my state 
ment. For example, 1 regard as far from adequate the statement of the 
Acting Assistant Secretary for Tax Policy on May 12,1970 before the House Ways 
and Means Committee that "For 1964 the effective foreign tax rate on all foreign 
subsidiary operations of U.S. business was approximately 38.6 percent." Con 
sequently, I would recommend that, prior to further action on the DISC pro 
posal, the Treasury be requested to supply information of the sort mentioned 
in the example above for each country that is a major recipient of U.S. exports.

The simplified example given above can be extended to a comparison of firms 
A and B if the DISC proposal were enacted. Table 2 indicate? the striking re 
versal of the situation after enactment of the DISC proposal.

TABLE 2.—A COMPARISON OF PROFITABILITY FOR FOREIGN OPERATIONS AFTER THE ENACTMENT OF THE DISC
PROPOSAL

Firm A (no foreign subsidiary) Firm B (foreign subsidiary) 

Year Gross profits Taxes Net profits Gross profits • Taxes Net profits

1
7
3

Total.,-...... .......

Total after 
distribution to

100
120
124

0
0

62

62

62

100
120
62

282 .......

282 ......

100
. 114

116

30.0
34.2
34.8

99.0

145.2

70.0
79.8
81.2

231.0

184.8

In the absence of DISC, there is a definite tax advantage resulting from the use 
of a foreign subsidiary. Enactment of DISC would, at a substantial revenue cost 
to the Treasury, reverse the situation.

It is therefore clear that enactment of the DISC proposal would constitute a 
substantial inducement to place less reliance on foreign subsidiaries as ve 
hicles for foreign earnings. However, it is not clear that this would have a sig 
nificant impact on capital outflows, and it is even less clear that it would in 
crease exports substantially. See the discussion of these matters in the text of 
my statement

APPENDIX B
ANSWERS TO SELECTED QUESTIONS REGARDING THE DISC PROPOSAL

During the hearings on the DISC proposal a number of questions have been 
asked that, in my view, require more study than they have yet received. Among 
the more important of these questions are the following:

1. Are corporations required to increase exports over present levels before 
getting tax benefits under the DISC proposal f

Answer: No. Under the DISC plan, a company can receive long-term tax de 
ferral benefits without increasing its exports. The only major requirements are 
that the company satisfy a "gross receipts test" and an "assets test". 
Companies whose exports are static will generally be able to satisfy both these 
tests. In fact, even a firm whose exports are falling could satisfy these tests 
and receive tax benefits under the DISC proposal.

In addition DISC companies will be allowed tax deferral benefits even though 
they increase U.S. capital outflows (and thus worsen our balance of payments 
picture) by investing in the stock or securities of foreign sales subsidiaries or 
unrelated foreign corporations in furtherance of their export endeavors.
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2. Will DISC confer windfall tax benefits on exporters for doing just what 
they are now doing ?

Answer: There are unquestionably a number of cases in which the immediate 
result of adoption of the DISC proposal would be windfall profits. These are 
the cases in which a reduction in price will have very little impact on the demand 
for exports. Instances of this sort exist where the United States product is con 
siderably more expensive than foreign substitutes but is purchased because the 
supply of the foreign good is less than the demand. There has not been enough 
research on the price sensitivtiy of foreign demand for U.S. products to permit 
one to say much about where these windfalls are most likely to occur. The best 
research, to date, on this subject has been done by Hendrik S. Houthakker, now 
a member of the Council of Economic Advisors, and Stephen P. Magee in "Income 
and Price Elasticities in World Trade", The Review of Economics and Statistics, 
May 1969, pp. 111-125; unfortunately, their article deals in broad aggregates and 
it is therefore not of much help in isolating the areas where windfalls are likely 
to occur under DISC.

In the somewhat longer term, the DISC proposal, by increasing the after-tax 
profitability of exporting firms that elect DISC benefits, will draw more firms 
into the exporting business. The decreased profit margins due to this increasing 
competition will gradually eat away at windfall profits.

3. Is the DISC proposal in conflict with the rules set forth in the General Agree 
ment on Trade and Tariffs (GATT) ?

Answer: Probably not, although one cannot be certain on this point. While 
GATT has been a useful instrument in preventing protective tariff wars, its 
provisions prohibiting the subsidization of exports have not been well enforced. 
Consequently, the DISC proposal would probably not lead to serious problems 
with the GATT administrators. However, to the extent that its adoption im 
proved the competitive position of U.S. exporters, some pressure from retaliatory 
measures adopted by other countries must be expected.

4. How does the DISC proposal deal with instances in which exported, pro 
ducts are built, in whole or in part, from imported components, and vice versaf

Answer: So far as I know, no satisfactory answer to this question has been 
developed by Treasury or the other agencies supporting DISC. While I am no 
expert on administrative machinery, it seems fairly obvious that the DISC pro 
posal will involve a large number of serious administrative problems.

5. Instead of enacting DISC, would it be better to eliminate the tax deferral 
privileges currently enjoyed by the foreign subsidiaries of U.S. firms, thus sub 
jecting both domestic U.S. exporters and foreign subsidiaries to the same tax 
rules f

Answer: As indicated in the text of my statement, a good case can be made 
for the elimination of tax deferral privileges in the case of U.S. owned foreign 
subsidiaries. Contrary to popular belief, it is not clear that U.S. taxes put U.S. 
firms at a disadvantage in competition with foreign firms. Consequently, it is not 
clear that tax deferral is needed to assist U.S. owned foreign subsidiaries in 
coping with foreign competition.

In addition, one effect of doing away with tax deferral would probably be to 
encourage U.S. owned foreign subsidiaries to repatriate their earnings. This 
would result in substantial capital inflows, with corresponding balance of pay 
ments benefits.

APPENDIX C—BORDER TAX ADJUSTMENTS AND THE U.S. BALANCE or PAYMENTS
(By Elliott R. Morss*)

INTRODUCTION

While it is often said that time cures all ills, there is a growing body of 
evidence to suggest that the U.S. balance of payments problem will not cure 
itself, even with the cessation of hostilities in Vietnam. In recent testimony,1 a

*The author is a private consultant in Washington, D.C. Much of tv>p work or, this 
Paper was completed while he was a lecturer and research associate of the International 
Tax Program (it Harvard University.

'US Congress. Subcommittee on International Exchange and Payments of the Joint 
Economic Committee, A Review of Balance of Payments Policies, 91st Cons.. First session. 
January, 1969.
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number of experts have argued for direct measures to deal with the problem. 
Among the measures most frequently mentioned were changes in border tax 
policy. Those recommending such changes have been reluctant to make quantita 
tive estimates of their effects on the U.S. balance of payments. This reluctance 
is understandable in light of the complexities involved. Nevertheless, if U.S. 
policy is to be based on something other than faith, an attempt to quantify the 
effects of various alternatives would seem worthwhile. -£' nothing else, such 
an effort should give a better picture of the more important uncertainties in 
volved.

Consequently, this paper has two purposes. First, an attempt is made to sup 
port the assertion that the U.S. balance of payments problem will not disappear 
by itself, even with the ending of the Vietnam war. Then, an attempt is made 
to assess the quantitative impact of alternative border tax arrangements.
Why the U.S. Balance of Payments Will Not Cure Itself

There have been a number of signs recently to suggest that perhaps the pay 
ments problem will not disappear without some positive prodding. For example, 
the OEOD reports that other countries continue to make inroads into what have 
traditionally been U.S. export markets. This is seen in Table 1, where the in 
dicated market gains and losses are defined as the difference between the growth 
in a country's export markets and the growth in its exports. That the U.S. .should 
lose some of its market share which was built up during and directly following 
the Second World War is to be expected. However, for this to continue at the 
current high rate is rather disconcerting.

TABLE l.-TOTAL EXPORT MARKET GAINS AND LOSSES OF OECD COUNTRIES 

[In percent]

Average

1959-60 to
1966-67 1965 to 1966 1966 to 1967 1967 to 1968 1968 to 1969

United States...................

Italy....... .__.._._._. .........
Other EEC.... ......... .........
Other OECD, north.. ............

.. .. -3.1-1.5

...... -2.6
7.2

...... 2.1
.5

4.7-.3
-.3
1.1

-1.4
-1.1
-5.8

4.8
1.5
2.1
2.2

-2.2

8.8

1-3.6
-.3
-.4

.1

.1
1.6
4.5
1.1-.2
4.9

'0.5
-1.2
-5.0

8.5-.5
1.0
1.5
.8-2.2

-5.2

12.0
-1.0
-3.0

4.0
1.0
1.0
1.0-2.0

-1.5
2.5

i Adjusted for the effects of the United Kingdom dock strike. 
Source: OECD, Economic Outlook, December 1968, p. 22, table 13.

Aggregate export price indices are influenced among other things by export 
composition, demands, and costs; assuming the cost element dominates, they 
do not present an encouraging picture of what is 'happening to the competitive 
position of the United States. As Table 2 indicates, the prices of U.S. exports 
have increased more rapidly since 1960 than is true of other industrialized 
nations.

TABLE 2.—EXPORT PRICES OF SELECTED INDUSTRIAL COUNTRIES, 1960-68

[Indexes of prices expressed in U.S. dollars; 1958 equals 100]

1960 1961 1962 1963 1964 1965 1966 1967 1968

United States.. __ . ... ....... 99
96

....... 98
  -... 105

101
96
99
101

100
97
99
98

100
100
100
100

101
102
102
101

104
109
104
101

107
108
105
101

110
108
104
101

111
101
in?
102

i Includes Austria, Belgium, Denmark, France, Germany, Italy, Netherlands, Norway, Sweden, and Switzerland. 
Source: I.M.F., International Financial Statistics.
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Table 3 indicates that import prices continue to move unfavorably for the 

United States.
TABLE 3.-IMPORT PRICES OF SELECTED INDUSTRIAL COUNTRIES, 1960-68 

[Indexes of prices expressed in U.S. dollars; 1958 equals 100]

1960 1961 1962 1963 1964 1965 1966 1967 1968

United States.

Industrial Europe _-....-

..... 103
99

...... 99
100

101
97
98
100

99
96
99
97

100
100
100
100

102
104
102
102

104
104
103
99

106
106
104
101

107
104
104
100

109
100
102
100

Source: I.M.F., International Financial Statistics.

Perhaps the most worrisome perspective on the future of the U.S. balance of 
payments is contained in a recent study by Houthakker and Magee.2 There, using 
annual data for the 1951-66 period, estimates of price and income elasticities for 
imports and exports are made for a number of countries. The authors conclude: 
"For the United States it appears that the income elasticity of demand for total 
imports is about the same as that of other developed countries, but that the in 
come elasticity of other countries demand for United States is abnormally low." 3 
Specifically, the best estimate of the income elasticity for U.S. imports is 1.68,* 
whereas the income elasticity for U.S. exports is 0.99. The implication of these 
findings for the U.S. balance of payments is that unless U.'S. income grows at a 
considerably slower rate (i.e. 68%) than that of its trading partners, the U.S. 
trade balance will continue to worsen. Given the existing political situation in 
the United States, it is unlikely, and indeed, it is hoped, that the country's growth 
rate will not be curtailed for balance of payments reasons.
The Balance of Payments Implications of Getting Out of Vietnam

An article 6 recently published by Leonard Dudley and Peter Passell suggests 
that from a balance of payments standpoint, the war in Vietnam is costing the 
United States more than $4.0 billion annually. Since the U.S. payments deficit, 
however calculated, is running at less than this amount, one is tempted to con 
clude that an ending of the war will at least for the short .run solve our payments 
problems. Kegrettably, this is not the case; when one considers carefully what 
ending the war will mean, both in terms of timing and absolute amount, the bal 
ance of payments effects of ending the war are probably even less than the 
$1.5 billion suggested by the Defense Department"

To see why this is so, the Dudley and Passell article will be taken as a start 
ing point. There, it is argued that the war will worsen the balance of payments 
in three important ways:

a. by increasing the direct foreign purchases of food, services, and finished 
goods to supply the military effort;

b. by increasing the purchase of foreign goods to be used as inputs in 
United States defense production;

c. by reducing the U.S. net exports, with the reduction attributable to 
both the war-stimulated inflation and to supply bottlenecks in those sectors 
of production most affected by the increased spending.

Specific attention will now be given to the estimation procedure used for each 
of these items.
a. Direct Foreign Expenditures

Dudley and Passell take the change from 1964 to 1967 in the U.S. balance on 
goods, services, unilateral transfers, U.S. government loans, holdings of non-

2 H. S. Houthakker and S. P. Magee, "Income and Price Elasticities in World Trade " The Review of Economics and Statistics, May 1969, pp 111—125'Tbid., pp. 121-22.
4 This is the estimate after adjustments for serial correlation appearing in ibia,., Table 8, p. 125.
6 Leonard Dudley and Peter Passell, "The War in Vietnam and the United States Bal ance of Payments," Review of Economics and Statistics, L, no. 4 (Nov. 1968), pp. 437^442.
6 U.'S. Treasury Department, Maintaining the Strength of the U.S. Dollar in a. Strong Free World Economy, (Washington, 1968). p. 108. For the Defense Department's rebuttal of the Dudley and Passell estimates, see A Review of Balance of Payments Policies, op. cit pp. 123-25.
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reserve currencies with Asia and. Africa, plug the change in the U.S. deficit on 
military expenditures with Japan as a measure of the balance of payments costs 
of the direct foreign expenditures resulting from the Vietnam war effort. This 
is an extremely crude and indirect way of getting at the direct costs of the con 
flict, and may well lead to several serious estimation biases. The major danger 
is the assumption that the entire deterioration in our balance of payments for 
Asia and Africa is attributable to the war effort. Taking the most obvious objec 
tion first, there is certainly little reason to associate changes in our balance of 
payments position vis-a-vis the African countries. Pakistan, and India to the 
Vietnamese conflict. Probably the authors do this because their data source, the 
Survey of Current Business, does not distinguish between Africa and the relevant 
Asian countries on this question. However, Table 4 suggests that the authors' 
assumption on this score does not involve a particularly large distortion of reality.

TABLE 4.—NET CHANGE IN MERCHANDISE ACCOUNT QF THE UNITED STATES WITH AFRICA, INDIA,
AND PAKISTAN

[In millions of dollars]

1963 to 1964 1964 to 1965 1965 to 1966 1966 to 1967

Africa.. ..............

Total.......... ...............

............... 127

............... 127

............... -6

............... 248

12
-70
-45

-103

17
22

-120

-81

6
55

121

82

Source: U.S. Department of Commerce, various issues of the Survey of Current Business.

o. War Materials Import Content
However, while the Defense Department estimates are deficient in not includ 

ing the import component, it would seem that the techniques used by Dudley and 
Passell to get at these costs involve some double counting. For, the authors take 
virtually 7 the entire increase in defense expenditures between 1965 and 1968, 
broken down iby items, and multiply these items by import coefficients given by 
the 1958 Input-Output matrix of the Department of Commerce. To the extent 
that some of the Defense Department expenditure increases went directly for 
the direct purchase of goods and services abroad and was therefore picked up 
as direct foreign expenditures, it would be incorrect to count them again here.
c. The Indirect Impact

Dudley and Passell argue that the war has had an indirect impact on our 
balance of payments. Increasing the portion of our resources tied up in military 
activities reduces the amounts available for the production of goods for export 
and for domestic uses. For this impact, the authors attempt to estimate a 
"normal" deterioration in our balance of payments by means of an equation 
in which the U.S. share of industrial countries' exports is regressed on the 
annual percent changes in the gross national products of Britain, Canada, Japan, 
and the EEC countries. The deviation from this normal share is taken as the 
indirect impact of the war on our balance of payments.

Certain objections can be made of this approach. The regression equation 
tells us that the U.S. share is responsive to cyclical fluctuations in the indus 
trialized activities. Such an equation will not, however, pick up the long run 
deterioration in our position attributable to our worsening competitive position 
vis-a-vis other industrialized activities. Failure to do this tends to exaggerate 
the indirect effect of the Vietnamese encounter.
Ending the War

Up to this point, attention has been focused on problems associated with 
estimating the costs of the Vietnamese war. Consideration will now be given to 
what can be expected in the way of balance of payments savings as a result 
of ending the war. It will be argued that when a reasonable picture is drawn 
of what ending the war means, it is unlikely that the balance of payments 
savings will be of much assistance in curbing the payments overflow.

7 The Increase In defense expenditures does not include domestic expenditures for 
military pay, family subsistence allowances, and the cost of feeding and housing military 
personnel.
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Consider first the direct foreign expenditure Item. The Defense Department 
estimates that from July 1965 to July 1967, about 452,000 additional U.S. mili 
tary personnel were deployed in the Southeast Asia area.8 This suggests that 
a large part of the $1.5 billion estimate of the cost of the Vietnam campaign 
must have gone to the living necessities of these men 'because $1.5 billion spread 
among 452,000 amounts to less than $2,800 per capita. It is therefore tremendously 
important to know what will happen to these men once the shooting stops. 
Specifically, one needs to know how fast these men can be pulled out of Vietnam, 
and having 'been pulled out, whether they will be brought home or sent elsewhere. 

The fighting in Korea did not stop until after more than two years of peace 
negotiations. The number of troops deployed in Korea one year after the cessa 
tion of the fighting had been released by only 75,000 from the peak level. The 
major reduction in troops occurred in the June to December 1954 period, more 
than a year after the guns had stopped firing. Of course, we can hope that a 
more rapid pullout will be possible in the Vietnam case, but experience suggests 
that war-related activities do not tend to cease very abruptly.

The next question is whether the men withdrawn from iVetnam are likely 
to come home or be deployed elsewhere. Unless the United States does an about- 
face in terms of honoring its commitments abroad, the answer to this question 
will depend largely on Communist policy. Tensions are high enough in Thailand, 
the Middle East, and Eastern Europe so that very little additional Communist 
pressure would convince the Administration to deploy the released troops else 
where rather than to bring them home. Of course, the above comments are little 
more than rank speculations, but they should be sufficient to suggest that ending 
the Vietnam conflict will not necessarily lead to a very rapid reduction in direct 
military expenditudes abroad.

Let us turn now to the war materials import component. In this case, the ces 
sation of hostilities will lead to an immediate reduction in the consumption of 
military supplies. However, it should be recognized that the Vietnam conflict has 
sharply drawn down our inventories of war goods, and if the annual reports of 
a number of the most prominent munitions makers are to be believed, a cessation 
of hostilities is not likely to reduce the government's demands for their products 
for at least two years.

And here again, it is tremendously important to hypothesize a realistic peace 
time setting. Assuming that once the fighting stops, U.S. production does move 
from "guns" toward "butter", the relevant question from a balance of payments 
standpoint is the differential, rattier than the absolute, costs of the war.

Dudley and Passell's estimates assume that the expenditure reductions result 
ing from ending the war will not be spent elsewhere nor given back to the public 
as tax reductions. This would seem to be an extremely dubious assumption in the 
current political setting. One of the indirect effects of the war has been to bring 
the unemployment rate down to four per cent. The very fact that we have been 
able to do this, coupled with the increased awareness of our domestic social prob 
lems, will make it very difficult for the government to permit the unemployment 
rate to go back lip to its prewar level. The question then is whether a peace 
time economy, operating at the same level of capacity utilization as a wartime 
economy is going to exert less of a strain on the balance of payments. Unfor 
tunately, the empirical data we have does mot yield an answer to this question. It 
is true that the import component of government miliary expenditures esti 
mated by Dudley and Passell was 0.359 in comparison to an average propensity 
to import for the economy as a whole of .0291. However, these results were based 
on 1958 data, and the fact that the Defense Department has only recently been 
taking steps to curtail the impact of its activities on the balance of payments, 
coupled with the fact that the marginal propensity to import for the 1964-67 
period has been .0562 suggests that the situation may well have been reversed. In 
short, there is little evidence to believe the transition from wartime to peace 
time conditions will by itself lead to an improvement in the balance of payments. 

The same considerations would seem to apply to the indirect impact. Assuming 
the Administration is required to maintain the degree of capacity utilization 
at its present level, there is no reason to believe that a cessation of hostilities will 
lead to an improvement in our competitive position in world markets.

In any case, whether one agrees with the particulars of the argument pre 
sented above, ending the war in Vietnam will at best constitute a "one-shot"
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improvement in the payments position, leaving the Houthakker-Magee differing income elasticities problem to be contended with. And consequently, the next section will consider alternative border tax arrangement might eliminate the problem.

Presently border tax adjustments are permitted 8 for virtually 10 all indirect problems specifically, goods for export are either exempt, or rebates are given for indirect taxes levied in the producing country. The rationale underlying this method is that for resource allocation reasons, prices should not be affected by taxes levied in the country of origin. It is assumed that indirect taxes are passed forward in higher prices while direct taxes are not; and consequently, indirect taxes should not be assessed against goods for export.
Needless to say, there is a host of reasonable-sounding rationales for other types of tax treatment. 11 The purpose here is not to get involved in the pros and cons of the alternative rationales but to consider whether their adoption could make a useful contribution to the U.S. payments problem, or more generally, whether border tax adjustments can make a significant contribution to easing the balance of payments problems of any country.
For this exercise, a number of alternatives to the existing border tax arrange ments are considered. Because a primary objective of this study was to deter mine the potential of border tax adjustments for helping with payments prob lems, the alternatives selected for study tend to be more of the "polar" than of the "political reasonable" variety. Each approach studied is closely equivalent to other possible policy objectives. The approaches considered and their equiva lents are:

A. Exempt Exports from All Taxes of Exporting Country 
i. Destination Principle (Low Tax)
ii. Complete Indirect Tax Structure for Exporting Country B. Subject Imports to Direct Taxes of Importing Country 
i. Destination Principle (High Tax)
ii. Complete Indirect Tax Structure for Importing Country 

A + B. Export Tax Exemption Plus Subjecting Imports to Direct Taxes i. Destination Principle (Full Tax)
ii. Complete Indirect Tax Structure for Importing and Exporting Countries.

C. Remove Existing Tax Exemption Privilege for Exporters 
i. Origin Principle (High Tax)
ii. Complete Direct Tax Structure for Exporting Country 

D. Exempt Imports from Taxes Paid Importing Country 
i. Origin Principle (Low Tax)
ii. Complete Direct Tax Structure for Importing Country. A+B. Export Tax Exemption Plus Subjecting Imports to Direct Taxes C+D. Remove Export Tax Exemption and Give Import Tax Exemption i. Origin Principle (Full Tax)
ii. Complete Direct Tax Structures for Importing and Exporting Countries.

The intention here is not to dwell on the theoretical justifications for any of these alternatives. However, something should be said about the administrative feasibility of determining direct tax exemptions and/or liabilities for interna tionally traded goods. For the most part, direct taxes involve property and in come taxes. While there is no single "correct" way to allocate these taxes to sales, a reasonably satisfactory solution at the macro level is to assume that the proper direct tax liability for exports is to assume it equals exports times the direct tax to GNP ratio of the exporting country; for exports, the comparable ap proach is to multiply imports times the direct tax to GNP ratio of the import ing country.

9 The fact that they are permitted does not mean that they are taken for specifics see the prepared statement of S. S. Surrey, A Review of Balance of Payments Policies ov ' cit pp. 40-49. ' ''10 Border tax adjustments are not permitted for property taxes, stamp duties, and taxes for goods purchased at an earlier stage of production. A detailed description of the allowed taxes Is given in OBCD, Border Tax Adjustments and Tax Structures in OECD Member
11 For a comprehensive survey of the theoretical arguments, see D. Dosser, "Economic Analysis of Tax Harmonization" which appears as Chapter 1 in Fiscal Harmonization in Gammon Markets, edited by C. S. Shoup, volume 1, Columbia University Press 1967 New York. See also E. R. Morss, "Tax Policy Implications of Free Trade," Public Finance, vol.

46-127—70—ft. 9———17
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In order to assess the effects on the balance of payments of adopting one of 
these alternatives, assumptions must be made about tax incidence and price 
elasticities. As regards the former, recent empirical studies suggest very little 
can be said with certainty.12 Indeed, the evidence suggests it is as reasonable to 
assume that all (or no) taxes are shifted forward as it is to assume that only in 
direct taxes are.

Of course, assumption one makes concerning tax incidence is crucial in terms 
of what border tax arrangements should be to achieve particular objectives. 
For example, if the objective is to keep the taxes of the origin country from 
affecting export prices and one assumes that all taxes are shifted forward, 
exports should be exempted from all taxes. If, on the other hand, no taxes are 
shifted forward, tax treatment is irrelevant in terms of achieving the stated 
objective.

The approach to these issues taken here is quantitatively oriented and prag 
matic ; since little is known about tax incidence, the balance of payments effects 
between the U.S. and selected OBCD countries 18 are measured assuming alter 
natively that all taxes and then that no taxes are shifted forward. The direct 
impact on any country's balance of payments of the alternatives discussed 
above are given in Table 5.

TABLE 5 — A Classification of Balance of Payments (Trade Account) Effects 
Resulting from Selected Changes in Border Tax Regulations

A. Exempt Exports 
I. On Exports

1. Forward Shifting

2. No Shifting 
O

II. On Imports
1. Forward Shifting

(Tm— Qra )M
2. No Shifting 

O
B. Tax Imports 

I. On Exports
1. Forward Shifting

2. No Shifting

II. On Imports
1. Forward Shifting

2. No Shifting 
TmM

C. Remove Existing Exemption 
I. On Exports

1. Forward Shifting

2. No Shifting 
0

M For a recent survey of these studies, see Border Tax Adjustments . . ., op. cit.,
*3 Attention Is focused on the major OBCD trading partners of the United States because 

no other countries are in a position to help the United States solve its payments problem.
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II. On Imports
1. Forward Shifting

(Qm-Tm}M

2. No Shifting 
0

D. Exempting Imports 
I. For Exports

1. Forward Shifting

2. No Shifting 
TXX

II. For Imports
1. Forward Shifting

2. No Shifting 
~fmM

Q x (Qm) = resulting per cent change in exports (imports)
tx(tm) = resulting change in the taxes to export (import) sales ratio
X= export value prior to the change
M = import value prior to the change

For quantitative results, one first needs proxies for tt and Tm . For this purpose, 
Table 6 is used. It is assumed that column 1 is a rough measure of a country's 
indirect taxes that currently qualify for the export exemption and that column 2 
measures the so-called direct taxes for which no exemption is currently allowed. 
One could discuss at length the weaknesses of these measures. Perhaps the most 
important involve not allowing for the taxes occultes " and not allowing for the 
fact that exports are not exempted from all indirect taxes. 15 However, it is felt 
that these data are useful for the purpose of obtaining a general idea of the magni 
tudes involved.

TABLE 6.— RATIOS Of CERTAIN TAXES TO GNP FOR SELECTED OECD COUNTRIES

Consumption All other taxes
taxes i as a as a percent of Total taxes as a

percent of GNP GNP percent of GNP

(1) (2) <3)=<1) and (2)

Italy....................................
France. . ____ ..................
United States.. ..........................

10.9
............. 5.6
............. 11.1
............. 10.7
............. 14.0
............. 16.6
............. 9.3
............. 5.6

15.8
13.5
22.4
19.9
16.8
21.9
25.1
18.3

26.7
19.1
33.5
30.6
30.8
38.!>
34.4
23.9

> Includes general sales and turnover taxes, excise and customs duties, and licenses and lees. 
Source: OECD, "Border Tax Adjustments and Tax Structures in OECD Member Countries," Paris, 1968.

In order to get from T, and Tm to Qr and Qm, one needs some data on price 
elasticities of demand. Unfortunately, little confidence can be placed on the exist 
ing empirical studies on the subject, both because of poor price data and because

14 See Border Tax Adjustments . . ., op. cit., Chapter 7. K See ibid., Chapter18 I*-3* and Surrey, op. cit.
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of the difficulty of isolating price effects. Probably the best published data in this 
area is included in the Houthaker-Magee article mentioned above. They estimated 
overall price elasticities for U.S. imports and exports ; in addition, they estimated 
elasticities for U.S. imports and exports with particular countries. The results 
are given in Table 7.

TABLE /.-VARIOUS PRICE ELASTICITIES FOR U.S. IMPORTS AND EXPORTS

U.S. import U.S. export 
price elasticities price elasticities

Total U.S. trade... . .. ........................
Trade with:

Italy.— --_._......_.....---_..-------... ...--

........ ............. -1.03

..................... -1.13

..................... -2.74
. — — — . — ....... -5.95
..................... -3.68
..................... -2.64
.-. — -._-.---.-.. -3.82
..................... -2.15

-1.51

-2.13 
-3.03 
-2.80 
-1.69 
-3.13 
-3.14 
-0.79

Weighted'price elasticities for above countries___..._................. —2.56 —2.30

'The weights are based onthe relative importance of each country's imports and exports with the United States as 
given in table D of the appendix.

Source: Houthakker and Magee, op. cit.

iFrom the total trade elasticities, one would conclude that the demand for 
U.S. exports is considerably more sensitive to price changes than is U.S. import 
demand. The price elasticities for selected OEOD countries suggest no significant 
difference between imports and exports but that the demand responses would be 
considerably larger than for the totals. In theory, these differences in results 
could be due to differing demand responses as between the selected OECD 
countries and "other U.S. trading partners." However, a cursory examination 
of the empirical results for "other U.S. trading partners" does not suggest that 
this is in fact the case; the elasticities for this, latter group are not considerably 
lower nor is its export elasticity relatively higher enough to make the results 
for the OECD countries consistent with all countries' results. The unreasonably 
high elasticities found in the OECD group suggest further that these data are not 
particularly trustworthy.

However, to get some idea of the rough magnitude involved, the calculations 
suggested in Tattle 5 are carried out using both sets of elasticity estimates pre 
sented in the Houthakker-Magee article. Tables 8 and 9 give in summary form 
the results of these exercises. More specifically, Table 8 gives the complete shift 
ing and no shifting results when the individual country price elasticities are 
used, whereas the results of Table 9 are based on the elasticities derived from 
the total trade equations.

TABLE 8.-THE NET EFFECTS ON THE U.S: TRADE ACCOUNT OF SWITCHING BORDER TAX ARRANGEMENTS USING 
INDIVIDUAL COUNTRY PRICE ELASTICITY ESTIMATES

[In millions of U.S. dollars]

Results of switching to— 

A B A+B C D C+D

Italy . .....-.---..

Netherlands __ ....

i.

.... 1,485

... . 144 .

.... 2,505
... -807
.... 133
.. . -91
.... -185

ii.

0
n
n• n
n
n

. 0

i.

ooc

826
1,939

613
-58

-162
-94

ii.

373
343
123
80
13

_ oc
-263

i.

600
970
566

— 194
75

-253
-279

ii.

373
343
123

-SO
13

-85
-263

i.

-383
66

1,348
501
119
263

32

ii. i.

0 1,306
0 -119
0 -389
0 -s
0 328
0 390
0 46

ii.

375
-62

35
130
95

102

i.

923
-53
959
493
447
653

78

ii.

175
-62

3»
130
95

13b
102

Total...............-1,826 0 2,209 424 353 424 1,946 0 1,W4 810 3|50o 810

Note: i. is the complete-shifting case; ii. is the case in which it is assumed that no taxes-are shifted. A nega tive (-) 
sign represents a worsening of the U.S. payments position. .

Source: Appendix tables.
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A comparison of Tables 8 and 9 is useful, as a sensitivity test of the quan 
titative importance of the underlying shifting assumptions. If one weights the 
specific country elasticities by the relative importance of U.S. trade with each, 
one arrives at an export elasticity (n^) of 2.30 and an import elasticity (nm ) 
of 2.5G. Since these are higher than the total elasticity estimates, one would 
expect the absolute magnitude of the trade effects to be larger for the specific 
country exercise as is indeed the case across the board.

Consider now the difference under Approach A. Ceteris parlbus, giving an 
additional export tax exemption (as is done under Approach A), will be more 
beneficial to a country's payments position when the nx/nm ratio is larger. This 
ratio is .90 for the weighted specific country elasticities versus 1.41 for the 
total elasticity estimates, and this goes a long way towards explaining1 why 
Table 8 registers a negative balance of payments effect for Approach A while 
Table 9 registers a favorable effect. The same line of argument explains to 
a large extent the different results for Approaches B and C under the forward 
shifting assumption.
TABLE 9.—THE NET EFFECTS ON THE U.S. TRADE ACCOUNT OF SWITCHING BORDER TAX ARRANGEMENTS USING 

TOTAL PRICE ELASTICITY ESTIMATES

Results of switching to-

Country

Italy...............

Total.... .......

A

i.

... 222

... 81

... 40

... 64
31

... 30
42

... 510

B

u.

0 
0 
0 
0 
0 
0 
0

n

i.

236
160 

-59 
-302 
-82 

-202 
-437

-1158

ii.

373 
343 
123 

-80 
13 

-85 
-263

424

A+B

i.

-14 
241 

-19 
-238 
-51 

-172 
395

648

n.

373 
343 
123 

-80 
13 

-85 
-263

424

C

l.

-207 
-74 
-42
-60 
-29 
-30 
-39

-481

D

M.

0 
0 
0 
0 
0 
0 
0

0

1.

801 
16 

127 
252 
173 
226 
164

1.759

II.

375 
-62 

35 
130 

95 
135 
102

875

C+D

i.

594 
-58 

85 
192 
144 
196 
125

1.278

ii.

375 
-62 

35

135 
102

875

Note: i. is the complete shifting case; ii. is the case in which it is assumed that no taxes are shifted. 
Source: Appendix tables.

The reason Approach D under the forward shifting assumption does not 
follow the conflicting patterns of the other approaches can best 'be seen by an 
examination of the weighted Pa>/Pm ratios. Ceteris peribus, a country's payments 
position will be improved when the price reduction for its exports is greater 
than the price reduction for its imports. The ratios for selected approaches 
are as follows: for Ai, 1.04; for Bi, .96; for Ci, .54 ; and for Di, 1.84. The very 
high ratio for Di, which is attributable to the high absolute level of taxes in 
the OECD countries, is sufficient to result in a positive payments effect when 
the total price elasticity data are used.
Tentative and Qualified Policy Conclusions

Above, an attempt has been made to quantify the balance of payments impact 
of several possible border tax arrangements. Certainly, the exercise does confirm 
and perhaps goes beyond what experts have been saying; absolute levels aside, 
it is even difficult to be sure of whether a particular alternative will improve 
or worsen our payments position. With this negative note in mind, it would 
nevertheless seem useful to consider the policy implication of the exercise.

First, it does appear that the shifting assumption does make a difference 
as regards the results of adopting a single approach. However, the results of 
adopting approach combinations (A plus B or C plus D) appear to be relatively 
insensitive to the shifting assumptions. Specifically, it appears that the U.S. 
payments position would be improved by switching to either combination, with 
the greatest benefits (about $3.5 billion annually assuming shifting) resulting 
from switching to Approaches C and D.

There are a number of political problems involved in getting the OECD 
countries to deviate from the existing arrangements which will not be discussed 
here. However, there are two points that should be mentioned. First, it is 
hardly reasonable to expect a country already experiencing balance of payments
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difficulties to agree to a proposal that will further worsen its payments position. 
While the above analysis is a partial one and therefore does not measure the 
total payments effect on all countries but simply the U.S., 1" it is instructive to 
consider which countries would contribute most to easing the U.S. payments 
position. For the A plus B approach, Canada, Japan, and probably " Germany 
would bear the major burden, and these are countries with quite strong pay 
ments positions. For the 0 plus D approach, Japan would benefit while all the 
other countries would 'be hurt. It is unreasonable to expect that France and 
the United Kingdom will be able to afford a further worsening of their 
positions.

Finally, for what it is worth, there is theoretical justification for either com 
bination approach. A plus B can be justified as being consistent with the 
destination principle of taxation. C plus D is consistent with the origin 
principle.

TABLE A.—CALCULATIONS UNDEELYING TABLES 8 AND 9—ALTEENATIVE A USING 
SPECIFIC COUNTRY ELASTICITIES

I. ON U.S. EXPOBTS (FORWARD SHIFTING) 

[In millions of U.S. dollars)

X

(1) (2) (3) (5)

Resulting 
change in 

balance of 
payments

(6)

Germany
United Kingdom . .
Italy..................

Total _ --.-.-—

18.3
18.3
18.3
18.3
18.3
18.3
18.3

2.13
3.03
2.80
1.69
3.13
3.14
.79

38.98
55.45
51.24
30.93
57.46

37.15
12.63
38.98
39.16

-3.84

8,076
2,954
1,717
2,292
1,122
1,379

1,670
1,097

289
437
429-53

4,435

II. ON U.S. IMPORTS (FORWARDING SHIFTING)

United Kingdom. _ . 
Italy............ — .-.

Total. — ...........

Tm

(D

15.8
13.5
19.9 
16.8
25.1

«m

(2)

1.13
2.74
5.95
3.68 
2.64
3.82
2.15

Qm

(3)

36.99

73.23 
44.35
83.66
53.97

(Tm-Q m)

(4)

-2.05
-23. 49

-53. 33
-27. 55

-28. 87

M
(5)

9,010
4,057

2,055 
1,102

842
456

Resulting 
change in 
balance of
payments

(6)

-185

-3,071
-1,096 

-304

-132

-6,261

16 This limitation was not the result of data problems, but the result of keeping the 
subject to a manageable size. Indeed, with little additional effort, computer simulations 
could be run for all countries.

17 The specific price elasticities for Germany are unreasonably high; the actual balance 
of payment effects are probably more closely approximated when the total elasticities are 
used.
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ALTERNATIVE A USING TOTAL ELASTICITIES 

I. ON U.S. EXPORTS (FORWARD SHIFTING)

Resulting change 
in balance of 

Q* (Q,-T,) payments

Japan

Italy. .................
France . __ .. ____ ____ __ .. .....
Netherlands.. -.-. _ -.... _____ . — ..

Total.. ..............................

............ 21.6
21.6

.............. 21.6
..... 21.6

— ... ——. 21.6
...... 21.6

................. 21.6

3.3 
3.3 
3.3 
3.3 
3.3 
3.3 
3.3

267 
97 
57 
76 
37 
36 
46

616

II. ON U.S. IMPORTS (FORWARD SHIFTING)

Resulting change 
in balance of 

Q m (T m-QJ payments

Italy......................................

Total. ........................... ....

.-__.. — — -----. 16.3
. ....._.--...-. 13.9

........ 23.0
20.5

........ 17.3
................. 22.6
. .............. 25.9

-0.5 -.4 
-.6
-.6 
-.5
-.7 
-.8

-45 
-16 
-17 
-12 
-6 
-6 
-4

-106

ALTERNATIVE B USING SPECIFIC COUNTRY ELASTICITIES 

I. ON U.S. EXPORTS

Resulting change in bal 
ance of payments assum 
ing—

United Kingdom ..... 
Italy...... ............

Total.......... ......

T, 

(1)

15.8
13.5

19.9

21.9
25 1

»« 

(2)

3.03
2.80
1.69 
3.13
3.14
0 79

Q.
(3)

33.65
40.91

33.63 
52.58

19.83

X

(4)

8,076

1,717
2,292 
1,122
1,095

Forward 
shifting 1(-Q..X-)

(5)

-2, 718

-1, 077
-771 -590
-751
-273

-7, 388

Mo shifting 
ti\X)

(6)

-1,276
-384
-456 
-189
-239
-346

-3, 289

II. ON U.S. IMPORTS

Resulting change in bal 
ance of payments assum ing—

Forward 
shifting No shifting

United Kingdom.. ...

Netherlands.. — -----
Total.-..-....-----.

Tm
(1)

18.3
18.3
18.3
18.3
18.3
18.3
18.3

Jim

(2)

2.74
5.95
3.68
2.64
3.82
2.15

Qm

(3)

20.68
50.14

108.89
67.34
48.31
69.91
39.34

M
W

9,010
4,057
2,770
2,055
1,102

842
456

(QmM) (

(5)

1,863
2 034
3,016
1,384

532
589
179

9,597

;T»M
(6)

1,649
742
507
376
202
154
83

3,713
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ALTERNATIVE B USING TOTAL ELASTICITIES 

I. ON U.S. EXPORTS

Resulting change in balance 
of payments assuming—

Italy—— . ——— — .„.- —— __.- ——— — .„

Total... — ... — -.. — .............

<?*

................ 20.4

. —— ...——— -.. 30.0
—— .. —— —— . 25.4
.. — .-.-...... 33.1

Forward 
shifting 
-Q.X

-1930-603
-580
-688
-285
-362
-523

-4971

No shifting 
T,X

-1276
-399
-384
-456
-189
-239
-346

-3289

II. ON U.S. IMPORTS

Resulting change in balance of 
payments assuming—

Germany
United Kingdom .
Italy.—— ....... ——— .... —— ...........
Netherlands ...

9.

............... 18.8

—— — ..__... 18.8

....----.-...--- 18.8

Forward 
shifting

1,694

386
207

86
3,815

No 
shifting 

T.M

742
507
376
202
154

83

3,713

ALTERNATIVE C 
I.—ON U.S. EXPORTS (FORWARD SHIFTING)

United Kingdom. ....

Total..-------- — -----

T,

m
5.6
5.0
5.6

5.6

nx
(2)

3.03
2.80
1.69 
3.13
3.14

Q*
(3)

11.9
16.7

9.5 
17.5
17.6
4.4

(T.-QJ

W

-6.3

-10.1
-3.9 

-11.9
-12.0

1.2

X

(5)

8,076
1,717
2,292 
1,122
1,095
1,379

Resulting 
change in
balance of
payments

(6)

-509
-328
-173
-89 

-134
-131
-17

-1, 381



2629
II—ON U.S. IMPORTS (FORWARD SHIFTING)

Tm

(D

Japan __ _..__. . 56
United Kingdom . 10 7

Netherlands--., 9.3

ALTERNATIVE C

United Kingdom
Italy-.- ——.. — . .... .......

Total.-..--...-.--......----..

Canada. ,--.-__-__----.- _._.

United Kingdom..-.---.. ...
France _ .. — ..... _ ,. . ....

»„ (?„ ((>*-Tm) M 
(2) (3) (4) (5)

1.13 12.3 1.4 9,010
2.74 15.3 9.7 4,057
5.95 66.0 54.9 2,770
3.68 39.4 28.7 2,055 
2 64 37 0 23. 0 1, 102
3.82 63.4 46.8 842
2.15 20.0 10.7 456

USING SPECIFIC COUNTRY ELASTICITIES 
I.— ON U.S. EXPORTS

4 (r,-Q.)
..-..-.....--.-....-.- 8.5 -2.9

8 E __ 9 Q

........ . — .......... 8.5 -2.9

... — -_.__ —— — _-_. 8.5 -2.9
Q e _ 9 Q

....._. ——— — ...... 8.5 -2.9

II. ON U.S. IMPORTS

Qm Qm—Tm

11 4 ^
__- — _. — — — ..... 11.0 .3
-...-.-.-..-.......... 17.1 .5

Resulting 
change in 

balance of 
paj ments

(6)

126
394

1,521
590 
253
394
49

3,327

Resulting 
change in 

balance of 
payment

-234
-86
-50
-66
-33
-32
-40

-541

Resulting 
change in 
balance of 
payments

8

2

60

ALTERNATIVE D USING SPECIFIC COUNTRY ELASTICITIES 

I. ON U.S. EXPORTS

Resulting change in balance 
of payments assuming —

Forward
" shifting No shifting

United Kingdom. 
Italy———————-
Netherlands. -------

Total..-.-.....-- — •

"T.

(D

10 9
5.6

11.1
10.7 
14.0
16.6
9.3

n»
(2)

9 1^

3.03
2.80
1.69 
3.13
3.14
0.79

Q»
(3)

23.2
31.1
18.1
52.1
7.3

X
(4)

8,076

1,717
2,292 
1,122
1,095
1,379

(QJO
(5)

1 874' 502
534
415
491
570
101

4.487

(T,X)
(6)

880
165
245 
157
1 89

128
1.947
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II. ON U.S. IMPORTS

Resulting change in 
balance-of-payments 

assuming-

Forward 
shifting No shifting

Canada _____ ....
Germany. ...... ....

Italy.................

Total.............

Tm

(1)

5.6
5.6
5.6
5.6
5.6
5.6
5.6

71m

(2)

1.13
2.74
5.95
3.68
2.64
3.82
2.15

Om

(3)

6.3
15.3
33.3
20.6
14.8
21.4
12.0

M

w
9,010
4,057
2,770
2,055
1,102

842
456

(-QmM)
(5)

-568
-621
-923
-423
-163
-180
-55

-2. 33

(~TmM)

(6)

-505
-227
-155
-115
-62

-26

-1. 137

ALTERNATIVE DURING TOTAL ELASTICITIES 

I. ON U.S. EXPORTS

Resulting change in balance- 
of-payments assuming—

Canada ._._.........- __-_ _. _ ......_.-.

Italy......- — ._._. — ... .................

Total................................

4.
...-.-...-.-.-. 16.4
................ 8.5
................ 16.8
...-.-...----- . 16.2
................ 21.1
--.-......-.-.. 25.1

14.0

Forward 
shifting 

Q,X

1,324
251
288
371
237
275
193

2,939

No shifting 
t,X

880
190
245
157
182
128

1,947

II. ON U.S. IMPORTS

Resulting change in balance- 
of-payments assuming—

Italy... ...................................

Netherlands.. ...... .... _ ._....-- _ .

Total.— ..................... .......

Qn

-.. — ....-... 5.8
.---........... 5.8
............... 5.8
-----.......... 5.8
-----......-... 5.8
----........... 5.8
.---.-.......-- 5.8

Forward 
shifting 
-Q.M

-523
-161
-119
-64
-49
-26

-1, 177

No shifting
TmM

-505
-227
-165
-115
-62
-47
-26

-1, 137
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TABLE B.—SUMMARY BALANCE-OF-PAYMENTS EFFECTS USING SPECIFIC COUNTRY

ELASTICITIES
APPROACH A

Forward shifting No shifting
Exports Imports Net Exports Imports Net

Canada._.._.....
Japan... __ _...__.....
Germany.___......
United Kingdom.....
Italy_...............
France _ — — — — — —
Netherlands--.—....

1,670
1,097

566
289
437
429-53

-185
-953

-3,071
-1,096-304

-520
-132

1,485 .
144 .

-2,505 .
-807 . 

133 
-91 .

-185 .
Total........... 4,435 -6,261 -1,826 .

APPROACH B

Forward shifting 
Exports Imports Net

Canada,--..........-- -2,718 1,863 -855
Japan........._..... -1,208 2,034 826
Germany............. -1,077 3,016 1,939
United Kingdom..... -771 1,384 613
Italy... . . .... . -590 532 -58
France............... -751 589 -162
Netherlands.-......- -273 179 -94

Total_........ -7,388 9,597 2,209

APPROACH C

Forward shifting 
Exports Imports Net

Canada............... -509 126 -383 .
Japan__ . _ —328 394 66
Germany——... .. -173 1,521 1,348 .
United Kingdom..... -89 590 501.
Italy...._........... -134 253 119 .
France.. . .. -131 394 263
Netherlands....-—— -17 49 32 .

No shifting
Exports Imports Net

1,276
-399
-384
-456
-189
-239
-346

1,649
742
507
376
202
154

-3,289 3,713

No shifting
Exports Imports

373
343
123

-80 
13-85 

-263

424

Net

Total. -1,381 3,327 1,946 .

APPROACH D

Forward shifting
Exports Imports Net

No shifting
Exports Imports Net

Canada............... 1,874 -568 1,306 880 -505 375
Japan—...._... — .... 502 -621 -119 I i -227 -62
Germany-......---- 534 -923 -389 190 -155 35
United Kingdom-.-. 415 -423 -8 245 —115 130
Italy—.....——...... 491 -163 328 157 -62 95
France—-.-----...... 570 -180 390 182 -47 135
Netherlands..--..-_____101______-55_______46 128 -26 102

Total.......... 4,487 -2,933 1,554 1,947 -1,137 810
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TABLE C.—SUMMARY BALANCE-OF-PAYMENTS EFFECTS USING TOTAL

ELASTICITIES

APPEOACH A

Forward shifting

Italy

Total.. — -----

Exports

267 
97 
57 
76 
37 
36 
46

616

Imports

-45 
-16 

. -17 -12 
-6 
-6 
-4

-106

Net trade

222 
81 
40 
64 
31 
30 
42

510

Exports

No shifting

Imports Net trade

APPROACH B

Forward shifting

Italy— --...-. -------

Exports

-1,930 
-603 
-580 
-688 
-285 
-362 -523

-4,973

Imports

1,694 
763 
521 
386 
203 
158 
86

3,815

Net trade

-236 
160 -59 

-302
-82 

-202 
-437

-1,158

Exports

-1, 276 
-399 
-384 
-456 
-189 
-239 -346

-3, 289

No shifting

Imports

1,649 
742 
507 
376 
202 
154 
83

3,713

Net trade

373 
343 
123 -80 

13 -85 
-263

424

APPROACH C

France

Total-- ------

Forws

Exports

-234
-86 
-50 
-66 
-33 
-32 
-40

-541

ird shifting

Imports

27 
12 
8 
6 
4 
2 
1

60

Net trade

-207 -74 
-42 
-60 
-29 
-30 
-39

-481

Exports

No shifting

Imports Net trade

APPROACH D

Forward shifting

United Kingdom,

Exports

1,324 
251 
288 
371 
237 
275 
193

2,939

Imports

-523 
-235 
-161 
-119 -64 
-49 
-29

-1,177

Net trade

801 
16 

127 
252 
173 
226 
164

1.7S9

Exports

880 
165 
190 
245 
157 
182 
128

1,962

No shifting

Imports

-505 
-227 
-155 
-115 
-62 
—47 
-26

-1,085

Net trade

375 -62 
35 

130 
95 

135 
102

875
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TABLE D.—MAJOE U.S. TRADING PARTNERS (1967-68 AVERAGE)

U.S. exports to, as percent U.S. exports from, as percent 
of U.S. exports of U.S. exports

Amount Percent Amount Percent

Canada. ______ __
Japan __.-_._
Germany. _.__ __
United Kingdom. _ _ _____
Italy_________ _
France
Netherlands-

Total of the above

8.5

6.5

3.1

7 9

21.6 ....

(43. 0)
(15. S)
(9.7)

(12. 1)
(6.0)f . fi .
(7.5)

26.8

7.8
6.2
3.2
2.5
1.2

(59. 4)
6.8 ._._.

17.6 ..._.

(45. 1)
(19. 7)
(13. 2)
(10.4)
(5.4)
(4.2)
(2.0)

(100. 0)

Source: IMP, Direction of Trade, various issues.

WYOMING-WESTERN NEBRASKA 
REGIONAL EXPORT EXPANSION COUNCIL,

Lander, Wyo., June 9,1910. 
Hon. WILBTJK D. MILLS, 
Chairman, Ways and Means Committee, 
Washington, D.G.

DEAB CHAIRMAN MILLS : The Wyoming-Western Nebraska Regional Export 
Expansion Council has reviewed the recent Treasury Department proposal for 
the establishment of Domestic International Sales Corporation, H.R. 14870, pro 
posed "Trade Act of 1969". Detailed study disclosed the proposed legislation 
is primarily adaptable to large export corporations employing substantial account 
ing staffs. It does not contribute to the objectives of increased export with re 
sulting 'benefits to balance of trade and monetary benefits by reason of the fact 
that it is entirely unsuited to the new exporter or the small businessman in 
terested in entering export activities.

Existing law is completely adaptable to encourage both small and large busi 
nessmen to enter export activity. Minor changes in Sections 921 and 922 of the 
Internal Revenue Code will provide incentive for expansion of export. These 
Western Hemisphere Trade Corporation sections have been tried and tested in 
the courts and their operations functions are well analyzed and defined by 
court decision. Adoption of simple and minor amendments to existing Western 
Hemisphere Trade Corporation procedure will provide incentive to the business 
man to enter export. These minor amendments are as follows:

1. Existing rule requires delivery of goods by the U.S. businessmen to, and 
passage of title in, the foreign country. A "destination rule" should be sub 
mitted for this requirement.

2. The Western Hemisphere Trade Corporation concept should be made to ap 
ply to all United States exports.

3. Relax Code Section 482 restriction by permitting 25 percent margin be 
tween domestic manufacturer and its foreign-based subsidiary. This is based 
on the fact that 25 percent to 33 % percent of all United States exports are 
made to foreign subsidiaries of U. S. firms.

This Council will appreciate entry of our recommendations in the Record and 
consideration by your Committee. 

Respectfully submitted,
ELMEK C. WINTERS, 

____ Acting Chairman.

CALIFORNIA COUNCIL FOB INTERNATIONAL TRADE,
8cm Francisco, Calif., June 11,1970. 

Hon. WILBUB D. MILLS,
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D.O.

DEAB SIR : I would like to call your attention to the enclosed Position Paper of 
the California Council for International Trade regarding Treasury's DISC Pro 
posal.
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On behalf of the Board of Directors and the majority of members of the CCIT, 
we urge you to consider our suggested alternatives to this Proposal. 

Thank you for your attention. 
Respectfully,

G. B. LEVINE, 
Chairman, Legislative Committee.

CALIFORNIA COUNCIL FOB INTERNATIONAL TRADE—POSITION PAPER ON TREASUBY'S
Disc PROPOSAL

SUMMARY

The California Council for International Trade endorses the Treasury's DISC 
proposal, with some reservations.
Introduction

The Treasury Department has recommended to the House Ways and Means 
Committee their plan for stimulating exports through the creation of the Domestic 
International Sales 'Corporation (DISC). In presentations before the Ways and 
Means Committee, Treasury 'Secretary Kennedy and Acting Secretary for Tax 
Policy Nolan presented various arguments in favor of the DISC. These included :

1. Improvement of the balance-of-payments situation by giving added incentive, 
through tax deferrals, to export.

2. Improvement of the position of American businesses in the world market.
The Treasury should toe aipplauded for their acknowledgment, albeit belated, 

of tax advantages which are available to foreign subsidiaries manufacturing 
abroad, and their effort to produce a solution to the problem.
The Proposal in General

The proposal calls for special tax rules to be applied to a DISC. A domestic 
corporation would qualify as a DISC if it met the following conditions: (1) 
Most of its gross income (say 95%) is derived from export sales (determined 
by a destination test) ; the performance of services ancillary to such sales; the 
leasing or rental of export property; interest received on loans made to finance 
the acquisition of plants, machinery or equipment used in export production; 
and other export-related transactions and activities; and (2) most of its assets 
(say 95%) are export-related, including working capital necessary to meet the 
reasonable needs of the corporation; plant, machinery and equipment used in 
the sale, storage, packaging, servicing, assembly or transportation of exports; 
obligations of the United States; stock or securities in a controlled foreign 
corporation engaged in marketing the DISC'S exports; and obligations represent 
ing loans to domestic producers to finance the acquisition of -plant, machinery or 
equipment used in export production.

With respect to loans made by the DISC to finance the acquisition of export- 
related capital assets, the annual gross income (less any dividends with respect 
to the year) from such loans could not exceed 50% of the DISC'S annual gross 
income from all sources.

So long as the domestic corporation continued to qualify as a DISC its re 
tained earnings would be exempt from UJS. income tax. Upon distribution, 
liquidation, or sale of the shares, those earnings would be taxed to the share 
holders as ordinary income. The dividends received deduction would not be 
available, since the DISC incurred no U.'S. income tax. With respect to foreign 
taxes paid by the DISC, a foreign tax credit would be available to the share 
holders. Such dividends would be deemed to be foreign source income.

It is contemplated that export sales by the DISC to its related foreign pur 
chasers would be held to an arm's-length standard under existing income alloca 
tion rules. However, the sale of goods for export by the domestic manufacturer 
to the DISC would be subject to a different allocation rule which would enable 
a parent manufacturer to transfer a portion of the total profit to the -DISC in 
excess of the profit which would be attributable to the DISC if the exising alloca 
tion rules applied.

The DISC proposal proceeds from the view that exporting businesses in the 
United States operate under a tax disadvantage as compared to foreign manufac 
turing subsidiaries of the U.S. corporations, both of which seek to supply the 
same foreign market. The disadvantages inheres in the fact that, apart from 
certain abuse situations which are dealt with under subpart F, the U.S. tax on 
the earnings of a foreign subsidiary of a U.S. parent is deferred until those earn-
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ings are repatriated, whereas a domestic exporting corporation is taxed on its 
earnings currently. The DISC proposal, therefore, is designed to achieve equality 
by treating a domestic exporting subsidiary on the same basis as a foreign sub 
sidiary so that the U.S. tax on export income would be deferred until the DISC 
distributes it to its shareholders. So long as the domestic export corporation 
continued to earn qualified income and continued to invest in qualified assets in 
the proportions required, it would incur no federal income tax if no dividends 
are paid.

It is contemplated that generally tax-free organizations would be permitted 
in order to telescope existing foreign operations into a DISC or to put existing 
foreign sales subsidiaries under its ownership where desired.
Conclusion and CCIT Position

We applaud the Treasury proposal as being an attempt to alleviate a real and 
significant problem. Since we are advised that this is the only proposal to be con 
sidered, the California Council for International Trade supports it. However, 
we believe there are shortcomings to the proposal, including, but not necessarily 
limited to:

1. The proposal is too complicated and complex. The Treasury has pro 
posed rigid rules and percentages which must be adhered to in order to 
maintain the full DISC status. Historically, the Treasury has very rigidly 
enforced these requirements. We believe the rigid rules and percentages 
could defeat the primary objectives of the proposal.

2. The proposal would seem to benefit the larger manufacturer vis-a-vis 
the smaller. The additional legal and record-keeping costs could deter the 
smaller company from adopting the DISC.

3. The proposal is potentially disruptive to export firms which have ex 
pressed misgivings. Even though the proposal allows for DISC to DISC 
credits, this would force the exporting firm to establish a DISC, cause 
export-import firms to split into separate entities, or give incentive for the 
manufacturing company to by-pass the export firm.

4. We would hope that the proposal could be made simpler. 
Accordingly, we suggest the following alternatives:

1. Allow manufacturing and service businesses to establish for federal 
income tax purposes a reserve to be computed on the basis of a percentage 
(for example, 10 to 20%) of the total export sales or commissions. The 
amount credited to the reserve in any one year would be deducted from the 
taxable income.

2. At a future date (say five or ten years after the sale) the reserve be 
reduced by periodic credits to taxable income.

We believe this latter approach to be simpler and easier to administer. It ac 
complishes the objectives the Treasury has attributed to the proposal and elimi 
nates the shortcomings discussed above.

GKEENVILLE POBT COMMISSION,
Greenville, Miss., June 5,1970. 

Hon. WILBTJB MILLS, 
Chairman, House Ways and Means Committee, U.S. House of Representatives,

Washington, D.C.
DBAS MR. MILLS : As a member of the Regional Export Expansion Council for 

the Tri-State area of Arkansas, Tennessee, and Mississippi, it has come to our 
attention that the U.S. Dept. of Treasury has recommended a new tax deferral 
plan for United States companies in export operations. This plan called the 
"Domestic International Sales Corporation (DISC)" provides for deferral of 
United States tax for a domestic corporation engaged in export sales similar to 
that presently provided for foreign manufacturing subsidiaries of U.S. companies. 

The present United States tax system results in an income tax disadvantage 
to United States export sales as compared to foreign production of subsidiaries of 
United States companies or of foreign-based companies.

I most urgently request your favorable consideration of this legislation and 
that it be adopted to become effective immediately rather than the July 1, 197] 
date now proposed by the Treasury Department. 

Respectfully yours,
MILTON P. BABSCHDORF,

Port Director.
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STATEMENT OF L. E. KlusT, VICE PRESIDENT AND GENERAL TAX COUNSEL, 

WESTINGHOUSE ELECTRIC CORP.
SUMMARY

Westingbouse Electric 'Corporation strongly endorses the Treasury's DISC 
proposal as a reversal of the action token in the 1962 Revenue Act to tax cur 
rently the income of export subsidiaries. This will promote exports by enhancing 
the after-tax profit on exports. Taking into account the income 'tax base resulting 
from the value-added as a result of 'increased exports, there will be no revenue 
loss tout a revenue gain if exports are increased by as much as 7.5 percent. Con 
sideration should toe given to increasing the export incentive by permitting the 
parent to sell to the DISC at a more favorable price than is contemplated by the 
Treasury proposal. Provision for a consent dividend procedure is advisable.

The proposal of the Treasury Department to amend the Internal Revenue Code 
to permit the deferral of federal income tax 0:1 the export income of a Domestic 
International Sales Corporation (DISC) was presented to this Committee by the 
Secretary of ithe Treasury and his Acting Assistant Secretary for Tax Policy on 
May 12, 1970, as a step toward alleviation of the adverse balance of payments 
problems currently besetting the United States. Westingbouse Electric Corpora 
tion strongly endorses this proposal.

STATUTORY BACKGROUND

Until 1963 that portion Of the profit from exports properly allocable to a foreign 
selling subsidiary was free of United States tax so long as it remained unre- 
patriated. As a result of the addition of sutopart F to the Internal Revenue Code 
by the Revenue Act of 1962, export profits of foreign subsidiaries generally have 
•been 'Subjected to United States tax, while the profits of foreign manufacturing 
subsidiaries nave remained generally free of United 'States tax until repatriated. 
The expiort trade corporation provisions of subpart G of the Internal Revenue 
Code were also enacted in the 1962 Act in an attempt to 'remove the bias against 
exports, but the requirements of those provision's have proved extremely difficult 
to meet, leaving experts generally in a less favorable position under the United States tax law than foreign manufacturing through a foreign subsidiary. Mean- 
While the United States balance of payments has steadily worsened. Thus, at the 
very time When OUT tax structure should have favored exports, it was altered to 
the disadvantage of exports.

DISC AN ENCOURAGEMENT TO EXPORTING

The DISC proposal would go far toward reversing the bias against exports 
under the present tax laws.

Under the DISC proposal, the profits of the domestic selling subsidiary from 
its export activities will remain free from U.S. income tax while those profits 
remain invested in the assets associated •with the export activities of the sub 
sidiary and its parent corporation. We believe this will stimulate exports in two 
ways. First, if the tax effect is large enough to justify significant price reduc 
tions, United States exports will be more competitive. Second, by effectively 
doubling the aftertax profit of export -sales subsidiaries, a great impetus will be 
given to increasing export effort.

Since the Treasury has felt it necessary to limit the amount of revenue loss 
to something in the neighborhood of $450 to $600 million for fiscal 1972, it would 
appear at first impression that the tax benefit of 1 to 1% percent of total exports 
of some $40 billion is probably not sufficient to permit an exporter to make mate 
rial reductions in price as a means of increasing exports.

However, viewed from the point of the individual exporter, the minimum tax 
reduction for a DISC would necessarily be substantially more. The profit to be 
allowed to a DISC is 4 percent of the export sales or 50 percent of the total profit 
on export sales, plus 10 percent of the DISC'S export promotion expenses in 
each case, whichever is the greater. Thus, the minimum tax reduction would be 
2 percent of the export sales price and could be considerably more, permitting 
meaningful price reductions in some circumstances.

But the main impetus of the DISC proposal in increasing exports should not 
be viewed as its export price reduction potential. It is rather the enhancement 
of after-tax profit on export sales that will, we believe, lead to greater export 
effort and increased export sales, where foreign price competition is not decigjve.
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Many United States producers view export sales as incremental. The result 
is typically that domestic sales are favored over export sales, and the efforts 
directed toward the promotion of export sales have not matched those directed 
toward domestic sales. Instead of there being extra effort in the international 
area, there has been less effort. If, however, tax on the profit from an export sale 
is indefinitely deferred, it is to be expected that promotion of export sales will 
increase. Even large companies, such as Westinghouse, with established export 
markets do not put equal export effort into all their product lines and the tax 
incentive of the DISC would, we believe, induce greater export effort from such 
companies as well as from those whose export sales are incremental. In addition, 
companies not now engaged in export will be induced to undertake exports by the 
lure of current tax-free income. Thus, we believe that the DISC proposal will 
improve exports and the United States balance of payments.

The initial revenue loss from the export incentive must not be overemphasized 
and be permitted to obscure the potential revenue gain from increased exports. 
The revenue loss from the tax incentive will be offset not merely by the tax paid 
on the profit retained by the manufacturing parent from increased exports but 
by tax revenue generated by the total of the value added by the increased exports, 
if, as is in the main most likely, such increased exports represent additional pro 
duction. Thus, for each dollar of increased exports, which will result in lost 
revenue with respect to the income of the DISC of some two cents, there will 
typically be an increase in the income tax base by reason of the value-added 
represented by the export sale of some 90 cents, producing tax revenue of about 
18 cents. On this basis an export increase of $3 billion, or about 7% percent, will 
offset the initial revenue loss and increases in exports of over $3 billion will yield 
a net revenue gain. With such a diminished risk of continuing significant revenue 
loss and the potential of gains in exports, it appears clear that implementation 
of the DISC proposal would be a wise national decision.

OUR RECOMMENDATION

We recommend that consideration be given to permitting the U.S. parent to 
sell at a lower price to its DISC than is presently contemplated in the Treasury 
proposal. If this were allowed, there would be a greater incentive to make 
meaningful export price reductions and to increase export effort where foreign 
price competition is not decisive. In view of the overall revenue benefits, if 
exports are increased by more than 7.5 percent the government should be will- 
ing to incur a greater Initial loss of revenue in order to improve the prospects 
of a significant increase in exports. Serving this purpose and also that of sim 
plicity in determining the parent company's price to the DISC, the test based on 
50 percent of the total export profit should measure such profit by the difference 
between inventory cost and selling price to the customer, adjusting the 50 per 
cent downward if that should produce too large a revenue loss,

We also believe that in implementing the deficiency distribution procedure 
designed to facilitate compliance with the income and asset qualification tests, 
provision should be made for consent dividends, such as are provided under 
section 565 of the Internal Revenue Code for personal holding companies, so 
that an actual dividend need not be paid if the United States parent were to 
accept tax on an amount equal to the required distribution. We are concerned 
that the requirement of an actual distribution could seriously hamper the opera 
tion of an efficiently run DISC having its assets invested in forms which are 
not easily distributable as dividends.

CHKYSLER CORP., May 27, 1910. 
Re Public Hearings on Foreign Trade and Tariffs. 
Subject: Treasury Department proposal — Domestic International Sales Cor 

poration.
Hon. AViLBTiB D. MILLS, 
Chairman, Committee on Ways ana Means, 
Longfellow House Office Building, Washington, D.O.

DEAK SIB : Chrysler Corporation submits herein its comments and recommenda 
tions only with respect to the Treasury Department's proposal designed to in 
crease U.S. exports — the Domestic International Sales Corporation (DISC). Our 
Chairman, Mr. Lfnn A. Townsend, appeared before this Committee on May 18,

46-127 — TCWPt- 9 ——— 18
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1970, in support of the reciprocal free trade policies of the United States and 
elimination of the "American Selling Price" concept for U.S. import valuation.

We strongly support the DISC proposal as an incentive to increase exports 
and/or to deter erosion of the export advantage currently enjoyed by the U.S. 
There has been much dialogue during the past 15 years concerning the onerous 
effect of our tax laws on export sales by small and medium size U.S. businesses, 
e.g., the complicated and somewhat vague rules for tax pricing; the potential 
U.S. tax costs to a Western Hemisphere Trade Corporation or a foreign subsidiary 
without substantial business activity outside the U.S.; the tax consequences 
which could flow from the sale of goods where title passed within the U.S. regard 
less of destination; the possibility of incurring U.S. tax if management were 
situated in the U.S.; the uncertain tax effect of receiving payment in the U.S. 
from the sale of goods to customers outside the U.S., etc. We commend the 
Treasury Department in its attempt to eliminate those organizational and pro 
cedural requirements which appear to have a dampening effect on U.S. exports.

Ghrysler's policy has been to market and service U.S. products abroad through 
foreign subsidiaries; however, it has encountered significant nontariff type bar 
riers against its products, e.g., import quotas, local content requirements, weight 
taxes, taxes on the horsepower of engines, taxes on price of vehicles, etc. Of 
course, the DISC proposal would not and cannot alleviate such types of discrimina 
tion against U.S. products.

The DISC proposal would not only simplify U.S. export operations and permit 
the deferral of U.S. tax on export profits, which ought to be an incentive to U.S. 
businesses to initiate or intensify their export activities, but it should also be an 
inducement for larger U.S. businesses which produce similar products in the 
U.S. and in other countries to export to third countries from the U.S. rather than 
from such other countries.

Although we believe that the DISC proposal will have a favorable effect upon 
U.S. exports, it is also felt that certain unfavorable occurrences in the U.S. econ 
omy may result in the present DISC proposal being inadequate.

Because of the potentially favorable effect of increased exports on the U.S. 
economy (increased employment, revenues, trade balances, etc.), we recommend 
that the House Ways and Means Committee take the necessary action to initiate 
the implementation of the Treasury Department's DISC proposal, even though 
the national budget may temporarily be in a negative balance. 

Yours very truly,
BRIAN T. O'KEEFE, 
Assistant Comptroller.

VAREL MANUFACTURING Co.,
Dallas, Tex. 

Re proposed amendment of the Internal Revenue Code to provide for Domestic
International'Sales Corporations (DISC). 

Hon. WILBUE MILLS,
Chairman, Committee on Ways and Means, 
U.S. House of Representatives, 
Washington, D.C.

DEAR MR. CHAIRMAN : Varel Manufacturing Company is a small manufacturer 
of drilling bits for the mining and oil industries and has an intrinsic interest in 
the proposed legislation referenced above. We respectfully submit the following 
comments and recommendations regarding the proposal.

RATIO OP INDEBTEDNESS TO RELATED COMPANIES

In order for a small manufacturer with limited capital to form a DISC it 
would be imperative that a large amount of permanent equity capital not be re 
quired. While the proposal is that only $2,500 he required, as a practical matter 
more may be required due to the 5 to 1 limitation proposed on indebtedness 
to related companies. The only collateral of a sales corporation available to 
support borrowing from unrelated parties is its accounts receivable. Banks and 
commercial paper houses are reluctant to finance foreign receivables and some 
require that they 'be excluded from available collateral balances altogether.

In a typical accounts receivable financing agreement where you may be able 
to borrow 80% on domestic accounts you may borrow only 50% on foreign
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accounts and then only when supported by on-board bills of lading. With the 
independent borrowing power of the DISC thus limited its working capital 
will have to be financed by accounts payable to its suppliers. Where the DISC is 
servicing its related parent the 5 to 1 restriction on indebtedness to the parent 
may operate as a severe limitation on the ability of the DISC to finance 
its export sales. For example, if a small manufacturer organizes a DISC with 
the $2,500 minimum equity capital the related DISC could carry only $15,000 
in accounts receivable at any given time if it is dependent upon its related 
parent for working capital financing which is likely to be the case. It is inherent 
in export sales that the orders are infrequent but large. Therefore, while a 
large permanent capital structure may not be required, the exporter must be 
able to finance large accounts receivable balances on a short term basis. Where 
the DISC is to function as the export sales vehicle of a related company and 
the amount of equity capital is limited the related company must be permitted 
to provide working capital financing to the DISC. This could be accomplished 
by having accounts payable for export property excluded from a definition of 
"indebtedness to related companies" or by removing the restriction altogether. 
It is not clear to us why the restriction is necessary.

CONSOLIDATED RETURNS

We have seen no mention of the status of a DISC as a member of an affiliated 
group of corporations filing a consolidated return but assume that the consoli 
dated return Regulations would be amended to exclude a DISC from the defini 
tion of an includible corporation. Otherwise there would be conflicting legisla 
tion with respect to the taxable nature of its dividends and although its export 
earnings would be nontaxable, without amendment it would still be includable 
in the consolidated return.

EQUITY IN TAXATION OF EXPORT EARNINGS

Deferral of taxation of export earnings can be accomplished under present 
law by use of a foreign manufacturing subsidiary to service export sales. 
There is an inequity to the domestic corporation which does not or can not manu 
facture abroad and thus can not defer taxes on export earnings. This inequity 
particularly operates against the small manufacturer who does not have the 
necessary capital or depth of management staff to successfully organize a 
foreign manufacturing subsidiary. While there may be other cogent reasons 
to manufacture abroad, the proposed legislation will effectively remove the 
income tax incentives which may be connected with such activity.

SUMMARY

The restriction of indebtedness to a related company will seriously limit the 
activity of a DISC organized by a small business and should be removed or 
amended to exclude working capital financing from the restriction. The proposed 
legislation should enable domestic corporations to more effectively compete in 
foreign markets and would remove an inequity in present law. The proposal 
would particularly benefit small businesses which do not manufacture; abroad 
and can not enjoy the income tax deferrals available to foreign corporations. 

Very truly yours,
JIM WALKER, 

____ Controller.
DANA CORP.,

Toledo, Ohio, June 1,1910. Hon. WIIBUR D. MILLS,
Chairman, Committee on Ways and. Means, V.8. Souse of Representatives, Long- 

worth House Office Building, Washington, D.G.
DEAR MR. CHAIRMAN : As world-wide designers and manufacturers of systems 

for the transmission and control of power, with export sales in the automotive 
products market amounting to $65 million last year, we are deeply concerned 
about current U.S. tax and trade regulations which seriously jeopardize our posi 
tion in the world market. It is, therefore, heartening to note that your Commit 
tee has undertaken hearings which will encompass proposals to stimulate ex 
ports.
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In our opinion, the United States cannot remain competitive in international 
trade while it taxes capital consumption as income, nor can it afford to delay 
reform in such inter-related areas as export incentive, depreciation and foreign 
direct investment in the face of rapidly-rising U.S. export prices which contrast 
to the remarkably stable export prices of our primary foreign competitors. (See 
Feb. 9 Wall Street Journal article attached.)

We shall focus our comments on the three areas mentioned above which we be 
lieve are in most urgent need of reform—export incentive, depreciation and for 
eign direct investment:

EXPORT INCENTIVE

With respect to e,xport incentives, we support the Domestic International Sales 
Corporation (DISC) concept recently proposed by the Treasury'Department as 
a significant step toward meeting our foreign competition; however, we offer the 
following comments for your consideration:

(a) We were rather startled by the Treasury Department's initial rationale for 
DISC—U.S. corporations are at a disadvantage in foreign markets because we, 
and our foreign subsidiaries, are competing for the same markets. Quite the 
contrary, restrictions on the flow of capital from the United States limit the 
growth of United States affiliates abroad and thereby adversely affect the eco 
nomic growth and, in turn, importing capability of the host countries. Indeed, we 
understand Commerce Department studies support the conclusion that a definite 
relationship exists between U.S. foreign investment and export, with the two 
rising together. Reports we have seen estimate that 25 to 30 percent of U.S. ex 
ports are tied to foreign affiliates of U.S. companies, and our experience at Dana 
bears this out.

(b) The decreasing share of U.S. vehicles in the export market and keen 
competition, especially from Japan, require competitive pricing on our part 
where economically justified. While reduced tax rates would provide a much 
stronger incentive for export than a tax deferral, it is imperative that DISC 
legislation at least assure that termination of the tax deferred status at some 
future time does not subject previously deferred income to tax.

(c) With respect to the proposed tax deferment of profits reinvested by a 
DISC, unless DISC reinvestments are freed of foreign direct investment restric 
tions, the Government will have rescinded, through OFDI, what it appears will 
ing to grant under DISC.

(d) Finally, the DISC Tax Deferral Concept, while significant, will not of 
itself enable us to meet our foreign competition, particularly the Japanese, whose 
Governments provides such export incentives as:

1. Accelerated depreciation geared to increases in export sales during 
preceding accounting period.

2. Tax deductible reserves for development of overseas markets. 
5. Special deductions for export of know-how and technical service 

contracts.
4. Write-offs and loans for international exhibitions and trade fairs.
5. Special deductions for export know-how and technical service 

contracts.
6. Exemption of export sales from turnover taxes.
7. Avoidance of tax on export income and tax-free accumulation and re 

investment of that income.
The specific incentives outlined above supplement the generally close business- 

Government relationship, especially in Japan where Japanese companies have 
debt ratios of 80 percent or more, which means, in effect, that they do not have 
to finance their growth out of retained earnings and can, therefore, grow rapidly 
without raising prices to finance that growth.

In addition, penetration pricing to buy a market position becomes a very sig 
nificant competitive weapon.

DEPRECIATION

In addition to the above incentives, our primary foreign competitors—.Tajjnn, 
Germany, France. Italy and Great Britain—provide more liberal depreciation 
allowances than does the United States—allowances whichi seek to compensate 
for the capital-consuming effects of inflation. We, .therefore, ask that you con. 
sider. within the framework of export incentive, the following alternaltlves to 
the historical cost basis for tax depreciation currently in effect:

1. Permit re-evaluation of assets through the use of such devices <is a 
price or cost index which1 would allow the taxpayer to recover the purchas-
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ing power of his original investment and thereby close 'the gap between 
allowable depreciation and replacement costs.

2. Apply the five-year special amortization provision currently limited to 
pollution control facilities and railway rolling stock across the board to 
production equipment.

3. Provide for triple declining balance depreciation.
4. Shorten the present guideline lives.
5. Eliminate the $10,000 ceiling on the 20 percent additional first-year 

write-off provided in Section 179 for new depreciable property.

FOREIGN DIRECT INVESTMENT

Our comments concerning foreign direct investment restrictions are bottomed 
on the premise that subsidiary earnings, licensing and management fees, and 
royalties generated by foreign direct investment will exceed capital outflow 
and thereby favorably affect our balance of payments situation. While we feel 
complete rescission of the restrictions on foreign direct investment is warranted, 
we urge establishment of the following export incentive within the OFDI struc 
ture as minimal:

(a) Although the OFDI regulations restrict capital outflow, they do not credit 
the direct investor's investment quota with such inflows of capital as purchases 
of American equipment by foreign affiliates, receipts of royalties or management 
fees and receipts representing an increase in export sales. Yet it is precisely this 
kind of credit or stimulation to investment which is so sorely needed.

(b) Additional incentives which we commend to your attention include in 
creased investment quotas or reduced repatriation requirements for companies 
which improve their export positions; direct allowances or bonuses for increases 
in royalties and licensing fees which are returned to the United States; additional 
capital allowances for equipment producing goods for export and incentive 
deduction for promotion expense in connection with export sales.

SUMMARY

Thus, while the DISC concept is a step in the right direction, it alone does 
not meet the competitiveness of foreign tax systems which completely or par 
tially exempt from taxation or otherwise favorably treat the foreign source 
profits of their resident corporations. The very rebates of income taxes paid on 
exports which provide a significant tax incentive to our foreign competitors, 
such as Germany and Japan, have been prohibited to us by the State Department 
since 1962. If suggested revisions to the DISC proposal appear untenable, ex 
pansion of the Western Hemisphere Trade Corporation concept to cover all 
foreign countries should be considered as a possible viable alternative to the 
DISC.

Should you require any additional information, please let me know. 
Very truly yours,

R. C. McPHERSON, President.

[From the Wall Street Journal, Feb. 9, 1970] 

THE OUTLOOK—APPRAISAL OP CURRENT TRENDS IN BUSINESS AND FINANCE

No segment of the U.S. economy remains unaffected by today's painful price 
inflation. One place where the damage is particularly severe, however, is the 
area of foreign trade. The damage tends to be obscured by highly publicized 
statistics that show a widening U.S. trade surplus. But it can be detected in 
what is happening to prices of items that the U.S. exports. After years of relative 
stability, these prices have begun to climb rapidly. The increases come, moreover, 
at a time when export prices in most other major countries are rising slowlv, 
if at all.

The pattern signifies an abrupt departure from the situation several years 
ago. As recently as 1965, U.S. export prices were only inching upward. America's 
main competitors in the international marketplace, such nations as the United 
Kingdom, France, West Germany, Italy and Japan, also suffered little or no 
export-price inflation. But since 1965, U.S. export prices have been climbing 
rapidly.

The table below, based on statistics compiled by the International Monetary 
Fund, traces this development. The export-price indexes for the various coun-
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tries are based on the 1963 average of 100. The 1969 figures generally are for the 
third quarter, the latest period available.

I960 1965 1969

United States ...__...__.-„. — -...- — --- — --.. — .„.- — .. 99 104 115
United Kingdom ..-.- — ..--.-. — ..........--- 96 104 105
France .-.-..._. — .-.-........_...-...- 98 105 . 108
Germany..... ...... . _....- — _„-.--. — .-.........-.--- 94 102 103
Italy- ..--- . -.. ....--. - - . ----- 102 101 101
Japan..................._............---.„-.-..........--.. 105 101 105

The relatively poor U.S. showing since 1965 partly reflects the stepped-np rate 
at which U.S. living costs have been climbing. The following table traces the 
trend of living costs—using the most widely recognized gauge, consumer prices— 
in the U.S. and elsewhere. As before, the figures are based on the 1963 average 
of 100, and the latest ones generally are for last year's third quarter.

I960 1965 196

United States.....................—.---. — .-..... ........... 94 103 120
United Kingdom....------...--.....-.-...-...-...---.---....- 93 109 127
Prance................ . ..... . .... 71 105 121
Germany........................................... ..... 85 108 116
Italy- . ----- . - . 72 110 120
Japan........................................................... 59 111 134

Obviously, Uncle Sam's export-price record would compare more favorably 
with those of Britain and France if these devaluations had not occured. On the 
other hand, West Germany increased the value of the mark last October, a move 
that tends to raise the level of German export prices.

The relatively rapid rise of U.S. export prices also reflects changes in the mix 
of American exports. Last year, the wholesale price of all U.S. goods, on average, 
rose about 5%. But the wholesale price of metals and metal products rose nearly 
10%. And it is precisely these items that have recently constituted a large por 
tion of all U.S. exports. For instance, iron and steel shipments abroad soared 
some 60% last year, six times the rise of overall U.S. exports. Conversely, the 
wholesale price of lumber and wood products, on average, dropped more than 
8% in 1969, while exports of these goods remained about level.

The remarkable stability of export prices in such countries as Japan and 
Italy also reflects the mix of products being exported. As most American con 
sumers are well aware, TV sets, cameras, automobiles and other "consumer dur 
able goods" make up a major part of Japan's overall exports. At the same time, 
Japan exports virtually no foodstuffs. A glance at Japan's wholesale price index 
shows that the average price of consumer durable goods is at about the same 
level as in 1965, while the wholesale price of foodstuffs has climbed about 20% 
since 1965.

As the table shows, U.S. living costs have climbed at a much faster clip since 
1965 than in the earlier years. The rise in 1965-69 comes to almost 17%, nearly 
twice the 1960-35 increase of 9%. In every other country listed, in contrast, 
living costs have recently risen more slowly than in the earlier period. In 
France, for example, the 1965-69 increase comes to 15%, down from nearly 
50% in 1960-65.

.Such statistics, however, do not fully explain the relatively rapid rise of U.S. 
export prices in recent years. After all, U.S. living costs since 1965 have climbed 
more slowly than in Japan, as slowly as in the United Kingdom, and nearly as 
slowly as in France.

Since 1965, both the British pound and French franc have been devalued. One 
effect of these devaluations was to reduce the price of British and French ex 
ports. France devalued the franc last August and, by no coincidence, its export- 
price index fell to 108 in the third quarter of 1969 from 111 in the second. Britain 
devalued the pound in November 1967, and U.K. export prices fell to 99 in early 
1968 from a 1967 average of 108.

In addition, there is little doubt that exporters in many foreign lands get rnore 
government help aimed at keeping down export prices than their U.S. counter-
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parts receive. Under international trade agreements, to be sure, direct govern 
ment subsidies to exporters normally are not permitted. But there is more tbari 
one way to skin a cat. For instance, Japanese companies are allowed to defer 
tax payments on part of income derived from exports. Also, Japanese firms that 
do considerable export business can obtain favorable tax treatment on deprecia 
tion of equipment.

"There's no question that foreign exporters generally get more help than 
ours," says Walter H. Diamond, an economist for Peat Marwick Mitchell & Co., 
the international accounting firm. A U.S. exporter who sells to Japan and 
Western Europe, for example, gets "the same tax treatment as the guy who sells 
nothing abroad," Mr. Diamond says. Moreover, he adds, recent changes in U.S. 
tax law tend "to penalize some U.S. exporters."

Perhaps the U.S. finally will begin to give its exporters the sort of assistance 
many foreign exporters are getting. For Mr. Diamond and other analysts derive 
little comfort from the fact the U.S. trade surplus increased somewhat in 1969. 
Instead, they stress the importance of prices in the world marketplace. And on 
the price front, there is scant reason for optimism.

—ALFRED L. MALABRE, Jr.

STANDARD PARTS Co. OP HOUSTON,
IMPORT-EXPORT DIVISION,

Dallas, Tea;., June 8,1970.
Subject: Domestic International Sales Corporation 
Congressman WILBUE MILLS, 
Chairman of the Ways and Means Committee, 
Congress of the United States, Washington, B.C.

SIR: From what we have read about the subject program known as DISC, 
we are entirely in favor of legislation providing such corporations the opportunity 
to retain profits to be reinvested in export development. It seems to the writer 
that this action is a much needed complement to the legislaion which created 
Western Hemisphere Trade Corporation. 

Yours very truly,
A. C. TABBBRT, 

Vice-President.

DAVIS EQUIPMENT DIVISION
OP THE ANKEN CORP., 

Tulsa, Okla., June 9,1970. 
Re Domestic International Sales Corporation. 
Congressman WILBUR MILLS, 
Chairman of the Ways and Means Committee, 
Congress of the United States, Washington, D.C.

DEAR MR. MILLS : We are very interested in the DISC program. This program 
is needed to put American business in a more competitive position on the world 
market.

Our annual sales are $4 to 5 million. Forty (40%) per cent of these sales are 
U.S. products sold in the foreign market. We have four foreign facilities : Canada, 
Australia, Singapore, and Belgium. In addition to these foreign operations we 
ship direct to customers in 30 different foreign countries.

If we can furnish any other information that would be helpful to your com 
mittee please let us know. 

Tours truly,
__ W. W. HANLEY, Controller.

COOK INDUSTRIES, INC., 
Mem-phis, Tenn., June 8,1070. 

Hon. WILBUR MILLS,
Chairman, House Ways and Means Committee, 
U.S. House of Representatives, Washington, D.C.

DEAR REPRESENTATIVE MILLS : We have read and studied closely the Treasury 
Department's proposal for formation of Domestic International Sales Corpora 
tion (DISC) and the corresponding tax treatment of these corporations. We 
urge your Committee to adopt this legislation and make it effective immediately.
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We feel that the DISC proposal for the first time will give U.S. business a fair 
and competitive position in world trade. It will keep jobs in this country, rather 
than forcing U.S. business to move abroad to manufacture. It will bolster our 
exports and aid our deteriorating balance of trade position. The adoption of 
legislation is long overdue.

We hope your Committee will act favorably. 
Sincerely yours,

FRANK A. JONES, Jr., 
Executive Vice President-Finance.

AUTO AIR ACCESSORIES, INC.,
Dallas, Pea;., June 9,1970. 

Congressman WILBUR MILLS, 
Chairman of the Ways and Means Committee, 
Congress of the United States, Washington, D.C.

DEAR CONGRESSMAN MILLS : The purpose of this letter is to inform you that 
you have our full support for the DISC (Domestic International Sales Corpora 
tion ) Legislation.

We feel that this would be quite a boost and definite advantage in furthering 
our World Trade Markets. 

Yours very truly,
HOWARD E. ROBERTS, President.

BEAM'S INTERNATIONAL DIVISION,
Oklahoma City, Okla., June 8,1970. 

Congressman WILBUR MILLS, 
Chairman, Ways and Means Committee, 
Congress of th'e United States, Washington, D.C.

DEAR CONGRESSMAN MILLS : We have received word this morning from the 
U.S. Dopt. of Commerce field office in Dallas regarding the proposed legislation 
to provide tax exemption on export profits, thru DISC (DOMESTIC INTER 
NATIONAL SALES CORPORATION).

If this tax exemption (or deferral) arrangement can be approved, it will 
permit us to expand exports by reinvesting profits into expansion of world trade. 
In the past, we could not afford to tool up for this type business as the profit 
and tax structure were such that we would have to borrow money to expand 
sales to other countries. No doubt many other exporters and prospective exporters 
have faced this very same problem .

It has been necessary for us to license firms abroad to serve world markets, 
allowing only a small licensing fee, if any, for our contribution. Now, it seems, 
with tax advantages such as the deferral, we can resume trade shows, contract 
with customers overseas, and perhaps use the same facilities for aiding in 
domestic production in lieu of importing various parts.

We encourage you, in view of the need for world trade and improving the 
U.S. dollar in world markets, to pursue this program with all of your efforts.

We sincerely appreciate all efforts to help the small business to gain a 
portion of trade with other countries and this appears to be a major break-thru. 

Sincerely,
0. T. BEAM.

E. D. MAGNUS & ASSOCIATES, INC.,
Mwy 26, 1370.

Honorable WILBTJR D. MILLS, 
House Office Bwlding, 
Washington, D.C.

DEAR CONGRESSMAN : We understand the House Ways & Means Committee is 
now conducting public hearings on the subject of trade and tariffs, specifically 
HR 14870. as well as other proposals.

We are writing you specifically with respect to special tax benefits proposed
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for the so-called domestic international sales corporation (DISC). Our firm was founded in 1945 and is one of the leading independent export merchants in the electronics field in the Chicago area. We maintain worldwide sales, and we received in 1963 the Presidential "E" award for export.

We would like to go on record that we view the proposed special DISC tax benefits, as stated in the memorandum of the U.'S. Treasury Department, with grave misgivings and reservations, -because we are convinced that such legisla tion may result in a disruption of established overseas channels of distribution and thereby damage vital U.S. export interests. Though our own firm might derive some small benefit from such legislation, we are not in favor of it, and we feel that this portion of HR 14870 should not be enacted in its present form.Thank you for giving us the opportunity to present our views. 
Sincerely yours,

FRANK G. REINHARD, President.

THE MITCHUM Co., 
Paris, Tenn., June S, 1970. Hon. WILBTJB MILLS,

Cha4rm<m, House Ways and Means Committee, 
U.S. House of Representatives, 
Washington, D.O.

DEAR CONGRESSMAN MILLS: I have the honor to refer to the U.S. Treasury Department's proposed legislation for the creation of Domestic International Sales Corporations now being considered 'by your committee. The DISC proposal provides, among other things, an incentive to U.S. exporters through operation of its tax clauses.
As an exporter and a member of the Memphis Regional Export ExpansionCouncil, this proposal has my personal and our collective support. The legislationwhen enacted will provide a much needed boost to exporters nationwide—a boostwhich is keenly anticipated in view of our current balance of payments picture.Certainly, your interest in this very important matter is greatly appreciated.Your continued cooperation in a favorable report on the proposed legislationwill be welcomed. Further, I would urge that this legislation be adopted andbecome effective immediately rather than the July 1, 1971 date now proposed bythe Treasury Department.

Very truly yours,
ROBERT E. DOWLAND,

Vice President.
EXPORTADORA, INC.,

Chicago, III., June 22,1970. Hon. WILBTJR D. MILLS, 
House Offlce Building, 
Washington, D.C.

DEAK CONGRESSMAN : With reference to hearings presently being held on the above subject, we would like to comment in our capacity as Combination Export Managers for well known American manufacturers of medium and smaller size.
From the information so far received, it occurs to us that the provisions of DISC would benefit almost exclusively large internationally organized manu facturing concerns, who by deferring tax payments of their DISC Corporations almost indefinitely, could thereby plow their earnings back into their domestic operations, tax free.
The tax deferring benefits for an organization such as ours would be negligible, amounting only to interest on deferred tax amounts and their tem porary use. We do not feel that this would lead to our incurring increased volume or risks in our export sales.
Apart from this aspect, DISC might lead to serious disruptions of export trade channels which have been established for many years, due to the fact that manufacturers who have been using established export sales outlets such as ours, would try to take advantage of DISC by forming new corporations and have them enter export markets independently.
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While this latter aspect definitely takes into consideration the specific in 
terest of our profession, we still believe that this is also affecting American 
exports in general.

In closing, we may state that we believe there are other ways of helping 
the export trade, large and small, in a more equitable manner.

We hope that this can be given some consideration and wish to thank you 
for letting us present our position. 

Yours very truly,
W. R. MAGNUS, President.

FIRST NATIONAL BANK OF MEMPHIS,
June 10,1910. 

Hon. WILBUR MILLS,
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D.G.

MY DEAB ME. MILLS : We would like to bring to your attention our interest in 
seeing passage of legislation adopting the DISC proposal made by the United 
States Treasury Department. After careful examination of this proposal we are 
completely in agreement with its terms and support action by your committee 
on its behalf. We would also like to see this proposal become effective immedi 
ately rather than the July 1, 1971 date now proposed by the Treasury Department. 

Our International Division officers travel extensively and know from first 
hand experience that adoption of this proposal would be well received in the busi 
ness community; therefore, the First National Bank of Memphis would ap 
preciate any efforts by your committee to bring this proposal to a successful 
conclusion. Please let us know if there is anything that we can do to assist you 
in your efforts.

Sincerely yours,
WILLIAM W. MITCHELL, President.

MEMPHIS REGIONAL EXPORT EXPANSION COUNCIL,
Memphis, Tenn., June 3,1910. 

Congressman WILBUR MILLS, 
Chairman, Ways and Means Committee, 
U.S. House of Representatives, Washington, D.G.

DEAR SIB : As a member of the Memphis Regional Export Expansion Council, 
I have heard several recent discussions concerning the Treasury Department's 
DISC proposal.

This appears to be one of the most practical programs that has been proposed 
in recent years in order to encourage exports and materially aid our steadily 
worsening balance of payments problem.

I respectfully urge you to support this legislation and, as a matter of fact, it is 
strongly believed by REEC members in this area that its enactment should be 
immediate if at all possible rather than the July 1,1971 target date. 

Very truly yours,
GEORGE B. MABTIN, Jr., 

____ Member REEC.

J. B. HARGRAVE NAVAL ARCHITECTS, INC.,
West Palm Beach, Fla., May IS, 1970. 

Subject: Public hearings on tariff and trade proposals. 
Mr. JOHN M. MARTIN, Jr., 
Chief Counsel, Committee on Ways and Means, Longworth House Offl.ce Building,

Washington, B.C.
DEAR MR. MARTIN : We should like to request, at the suggestion of Representa 

tive Paul G. Rogers, that the Committee consider the following:

DUTY ON DESIGN FEES FOR FOREIGN MADE PRODUCTS

It is the practice of Customs officials, acting under authority of present laws, 
to charge duty on the value of the design of a foreign-made product, eveti when
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the design fee is paid directly from an American Customer to an American 
designer.

In the case of boats or yachts built abroad 'the value of the design fee is added 
to the dutiable value of the vessel. This is in contrast to treatment of equip 
ment made in the United States which is included in the construction, but the 
cost of which is deducted from the dutiable value of the vessel.

Foreign designers or naval architects, having lower labor costs and expenses, 
can easily underbid their American equivalents. In other industries this would 
call for protection of the American interest by duty on the foreign service or 
product. In this case however, duty is charged on the fee for service rendered 
by an American to an American. The duty can in some instances, amount to 
several thousand dollars.

It is our understanding that large foreign-built ships are sold to U.S. flag opera 
tors without duty. We feel that size of vessel should not toe a ground for differ 
ence in policy. But even if duty is charged on a foreign built boat or yacht it 
would seem inequitable that duty should be charged on the design fee of an 
American designer or naval architect.

Customs officials with whom we have spoken have been sympathetic, and have 
agreed that this is inequitable but they do agree that the practice has been tested 
in court and that the only remedy lies in a change in the law.

SUGGESTED EEMEDY

A change in the Customs laws or regulations to eliminate duty charges on 
American design fees for foreign made boats, yachts and other products.

Consideration of this matter by the Committee on Ways and Means would be 
greatly appreciated.

Very truly yours,
J. B. HARGHAVE, President.

UNION CARBIDE CORP., 
New York, N.Y., July 2,1970. 

Hon. WILBER D. Mnxs, 
Chairman, Committee on Ways and Means, 
U.S. Souse of Representatives, Washington, D.C.

DEAR MR. CHAIRMAN : The Treasury Department proposal for Domestic Inter 
national Sales Corporations (DISC) has the strong support of Union Carbide 
Corporation. We believe it will provide an effective means of stimulating U.S. 
exports and that its enactment would be an important step toward improving 
the Nation's balance of trade.

Our support for the DISC proposal is based primarily on an intensive quanti 
tative analysis of its potential effect on 23 major product groups representing 
about 80 percent of Union Carbide's current exports. This analysis indicates that, 
over the next ten years, our total exports would be $370 million greater with 
DISC than they would be without it. To us, this would represent a substantial 
improvement in export sales which would yield significant benefits to our do 
mestic employment and production, as well as to the balance of trade.

Before outlining how DISC might specifically aid in increasing the export 
sales of Union Carbide, it might be helpful to summarize the Corporation's 
operations. In 1969 Union Carbide's consolidated worldwide sales were $2.9 
billion. The Corporation has business operations in more than 40 states, operates 
manufacturing facilities in over 30 foreign countries, and sells its products in 
more than 100 countries. In 1969 our exports from the U.S. were $205 million, 
and we estimate that they will increase to $235 million in 1970.

To appraise the potential impact of DISC, we asked the export marketing 
organizations for each of our major product groups to analyze in detail how 
their market strategies and sales plans might be revised if the export stimula 
tion offered by the DISC concept were present. Their analysis covered 23 major 
product groups which represent about 80 percent of the Corporation's total ex 
ports, and indicated that approximately 55 percent of the total of our exports 
could be increased by the enactment of DISC. We found that these products fell 
into four major groups, or classes:

A. Products where DISC would permit meeting a lower competitive price 
overseas.

• B. Products where DISC would provide the resources for more intensive sell 
ing and promotional efforts.
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0. Products whose exports would be increased by a combination of A and B.
D. Products where DISC would justify expansion of manufacturing facilities 

in the United States in order to make goods available for export. In some cases, 
this could substitute for an expansion of overseas facilities.

Attached is a more detailed analysis of the effect of each of these four classes 
on the export sales of Union Carbide. It includes examples of how changes in 
export marketing and business planning could affect the products which fall into 
these four classes. The detailed projections in the analysis have been developed 
for a 10-year period, which is compatible with the tax deferral period we esti 
mate would apply in Union Carbide's case under the provisions of DISC.

In summary, the analysis of our product groups where DISC would be helpful 
in stimulating exports indicates that exports of these products will amount to 
$140 million in 1970. In the absence of DISC, we expect the exports to grow at 
the historic rate of 7.5 percent a year, rising to a level of about $266 million 
after ten years. Cumulative exports of these products over the decade are esti 
mated to total $1.96 billion. However, with the export stimulation of DISC, our 
analysis indicates an annual export growth rate of 10.5 percent and exports in 
the tenth year of $350 million. With DISC, we estimate that total exports of 
these products over the decade will amount to $2.33 billion. This increase of 
$370 million over the decade would be attributable solely to the effect of the 
DISC proposal.

While this analysis applies only to products of Union Carbide, we believe the 
DISC concept would be equally effective in stimulating exports of a wide range 
of U.S. produced goods and would produce an extremely beneficial improvement 
in the U.S. balance of trade.

We hope this analysis will be helpful to the members of the Committee in 
their consideration of this proposal and regret that it was not completed in 
time to permit us to testify at the Commite hearings. We are, however, making 
it available to all members of the Committee. 

Sincerely,
F. P. WILSON.

Enclosure:

ANALYSIS OF POTENTIAL EFFECTS OF DISC ON EXPORT SALES OF UNION 
CABBIDE CORPORATION

INTRODUCTION
To appraise the effect of the provisions of DISC on export net profit, it is 

first necessary to assume a specific effective tax rate for a deferral period. Using 
the Treasury Department's proposal to split profit evenly between the parent 
company and the DISC, this analysis assumes that the effective tax rate on total 
exports would be approximately 25 percent, extending over a period of at least 
ten years.

To obtain sufficiently extensive coverage upon which the effects of DISC might 
be evaluated on a reasonably conservative basis, marketing potentials and 
strategies were analyzed in detail for 23 major product groups which account 
for most of Union Carbide's overall export business (estimated $235 million for 
1970). These projections were made by marketing specialists who are in daily 
contact with price trends, rates of consumption, and competitive influences in 
all major export markets.

EFFECTS OF DISC

The anticipated favorable effects of partial tax deferral as contemplated by 
DISC can be classified into four main categories or classes as follows:

CLASS A
Certain important products fall into a bulk or commodity type having few, 

if any, special characteristics upon which a premium price can be justified. 
This means that in cases where competitors have an advantage such as labor 
cost, lower freight cost, or tax rebate, it is frequently impossible for a U.S. pro 
ducer to meet their delivered price and still earn an adequate net return. As 
a result, export volume suffers. A rough quantitative example of how this tends 
to work in terms of effect on net return is as follows:
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To earn 
necessary 

return 
without DISC

(1)

$1.00
............... .12
...... — ...... .06
............... .06
.......... . 6.0

To meet competition—

Without DISC 

(2)

0.95 
.075 
.0375 
.0375 

3.9

With DISC 

(3)

0.95 
.075 
.0187 
.0563 

5.9

Union Carbide must price products in this class at an average unit price equiva 
lent to $1.00 (a fictitious level, used for illustrative purposes only) in order 
to equal the average percentage net return on sales (6 percent) earned by 
Union Carbide in 1969. Since major segments of our business today require 
almost $2 of new capital investment to produce $1 of increased annual sales, 
we are naturally reluctant to dilute average overall return on sales by going 
below about a 6 percent net return after tax on individual export transactions.

If foreign competition is willing to set a price equivalent to 95«( per unit for 
these products, as is increasingly the case, then Column 2 above shows that to 
meet this competition without DISC, we must accept a new return of only 3.7 
percent, which normally cannot be justified. With DISC, however, as can be 
seen from Column 3, we could meet competition under these circumstances and 
still come close to achieving the required net return.

Five of Union Carbide's major product groups fall into Class A and account 
for 13 percent of the Corporation's total exports. Taking into consideration ac 
tual competitive prices in major overseas markets, and assuming that price 
relationships on the average will remain relatively the same over the next 10 
years, we have analyzed and projected in detail the effect which DISC should 
have on existing sales volume of individual products. This analysis assumes 
average pricing policy as set forth under Column 3 and covers business which 
we are not now obtaining, that is, sales over and above those which we are cur 
rently able to obtain under the conditions of Column 1. On this basis, the overall 
export improvement due to DISC for Class A is estimated to increase from $1 
million in the first year to $19 million in the 10th year, or a cumulative increase 
of $85 million totaled over the 10-year period.

CLASS B
There is another group of products with respect to which we do not feel that 

any change in pricing policy would be significantly productive as far as im 
provement in net return is concerned, nor would potential improvement in such 
return presently justify risking increased selling and promotional expenditures 
in order to expand export volume. However, if DISC were available in these 
cases, the effect could be to permit an increase in selling effort sufficient to 
produce a significant increase in export market penetration, together with a 
satisfactory net return. An example of this type of case, on a pro forma illus 
trative basis, is as follows :

With increased sales effort—

Present Without DISC With DISC

.----.- $1.00

............ .79

.....---.... .12

............ .09

...... ...... .045

............ .045

............ 4.5

$1.00
.77
.15
.08
.04
.04

4

$1.00
.77
.15
.08
.02
.06

6

For products in this class, export volume could be expanded by increasing 
selling and promotional expenditures, hut the overall effect without DISC could 
actually be a reduction in net return on sales. However, with DISC we could 
absorb the same increase in selling and promotional expense, produce the same 
volume improvement, and show an acceptable net return.
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Class B products currently account for about 10 percent of Union Carbide's 
export volume, and involve five major product groups to which this effect could 
be expected to apply (on the average). Extending the unit principle to overall 
volume, our projections indicate that with DISC, export sales improvement in 
Class B products could range from about $700,000 in the first year to $15,000,000 
in the 10th year, or a cumulative export increase of $65,000,000 totaled over the 
10-year-period.

CLASS c
From a practical marketing standpoint, it would be feasible under DISC to 

follow a strategy which would in effect be a combination of A and B—to meet 
competitive prices on a selected or limited basis, and at the same time to increase 
selling and promotional effort in some degree but not as intensively as in Class 
B. Our study shows that the largest proportion of our major products subject to 
stimulation by DISC (9 product groups) would probably fall into this Class C. 
They account for about 23 percent of Union Carbide's total exports. By applying 
the principles set forth in Classes A and B, our projections indicate that the ex 
pansion of exports of products in Class C under the DISC concept could amount 
to $1,600,000 in the first year, increasing to $36,000,000 in the 10th year, or a 
cumulative improvement of $157,000,000 of export sales over the 10-year period.

CLASS D
Finally, there are other products, accounting for about 9 percent of Union 

Carbide's exports, which are currently limited in export volume not because of 
competitive price or promotional considerations, but primarily because of limits 
in U.S. production capacity. The relatively lower net return on exports requires 
a preference for domestic business in allocating the available product. The higher 
costs of export sales, which result from effect of duties, border taxes and other 
non-tariff barriers, and longer freight hauls, can make export sales marginally 
attractive as compared with either domestic or overseas production, unless com 
pensated for by price or tax considerations. These reasons often force business 
to make manufacturing investments overseas in order to avoid losing position 
in foreign markets previously developed through export sales. The relative in 
fluences on this Class of product can be looked upon as operating as follows:

Unit selling price _ . . .
Net-back.... .......... .. ....... .

Overhead. _ .. _ ._ . .

Income tax....... ...
Profit after tax. .......

production

...... U.OO
1.00

...... .71
.14
.15

...... .075
.075

7.5

production

'1.00
1.00
.77
.11
.12
.06
.06

6

Export

No DISC

21.05
.91
.71
.14
.06
.03
.03

2.9

With DISC

sl.05
.91

3.70
.14
.07
.0175
.0525

5.0

"FOB.
2 At foreign border, duty-paid.
3 Incrementally lower owing to potential increased volume.

From the above tabulation which is typical of the product groups in this 
Class, it will be seen that net return on exports now is marginal, as a result of 
which both domestic business and overseas production will be favored, thereby 
limiting export. Furthermore, when expansion is necessary to take care of over 
seas markets, foreign facilities may have to be favored under present conditions. 
However, if DISC were in effect, the net return relationship on export sales 
improves markedly. Under these conditions, when overseas market requirements 
increase, serious consideration could be given to expanding domestic facilities 
for the specific purpose of supplying this demand by export rather than expand 
ing overseas or letting it go to competition. Also, as far as allocation of avail 
able domestic production is concerned pending expansion, export would benefit 
because the justification for discrimination against export in favor of domestic 
business would become minimal.
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Our analysis indicates that there are four major product groups that could 

fall into this category under DISC. In that event, there could be an improvement 
in export volume amounting to about $700,000 in the first year and rising to 
$14,000,000 in the 10th year, or an increase of the order of magnitude of $63,- 
000,000 on a cumulative basis over the 10-year period.

SUMMARY

Enactment of the DISC proposal would significantly improve export sales of 
23 major product groups in varying degrees, as set forth under Classes A, B, C, 
and D. These groups currently account for about 55 percent of the Corporation's 
total exports of $235,000,000 for 1970. Table I shows the projected extra growth 
accumulated over 10 years which could be obtained by these product groups 
given the benefits offered by the DISC Proposal.

As shown in Table I, our estimates indicates that, with DISC, Union Carbide 
should be able to do $370,000,000 more export business over the next ten years 
than we currently anticipate.

TABLE I

ESTIMATED EXPORT SALES OF UCC PRODUCT GROUPS CONSIDERED EXPANDABLE BY DISC (55 PERCENT OF TOTAL
EXPORTS)

[000,000 omitted!

Year after DISC effective

1st....................... . . .... ..........

3d........................ .................
4th ................. . . .. ......

6th. ................. . ... .........
7th. ........ ....... . .... .......
8th...........................................
9th........... ....... . ........ ......
10th...-.—.......-.-..........-............

Total...................................

Volume at
historial growth 

rate of 7.5
percent ' no 

DISC

2139
............. 149

160
............. 172
............. 185
...... — — - 199
.--...--.-.-. 214
............. 230
............. 247
............. 266

............. 1,961

Volume at 
10.5 percent'

growth rate 
under DISC

143
158
175
193
213
235
260
287
317
350

2,331

Difference

4
9

15
21
28
36
46
57
70
84

+370

> Compounded annually.
* 55 percent of estimated 1970 exports, increased by 7.5 percent.

Mr. GIBBONS. Without objection the committee will stand adjourned 
until 10 o'clock tomorrow, at which time we will resume further hear 
ings on foreign trade and tariffs.

(Whereupon, at 5:15 p.m. the committee was adjourned, to re 
convene at 10 a.m. Friday, June 5,1970.)


